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August 1 , 1996
Richard Stuart, Technical Manager 
Accounting Standards, File 2354 
AICPA
1211 Avenue of the Americas 
New York, NY 10036-8775
Dear Mr. Stuart:
We at i2 Technologies appreciate the substantial improvement you have made regarding 
software revenue recognition. The Software Revenue Recognition Working Group is 
definitely making a worthwhile contribution. Having read the recent exposu re draft on the 
subject, I have a few thoughts I wish to share.
1. I would like to see the distinction made clearer between warranty obligations (which 
should not impair revenue recognition) and refund language (which should impact 
revenue recognition). In large enterprise software offerings where the customer is 
spending millions of dollars for mission critical software, the customer often 
rightfully requires a warranty for a year or more. The ultimate liability tends to be a 
refund of license fees although this is usually after other remedies are exhausted. This 
is really a mechanism to limit liability.
The important distinction here is that the customer is not free to seek a refund but 
instead must first demonstrate that the software does not perform substantially in 
accordance with the warranty. A typical measurement standard for the warranty is the 
documentation provided with the software although there are often others. I assume 
that to recognize the revenue the vendor must believe the software will substantially 
comply with any warranties. I believe this should not unpair revenue recognition. If 
this is agreeable, I think more detailed language to this effect should be added.
2. I remain unclear as to the accounting for construction-type contracts. I think it is clear 
when we are to split out a portion of the revenue as software revenue when we have 
an agreement which covers both software and services; it is also clear when we
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combine all revenue and recognize it using construction-type accounting. W hat is less 
clear to me is how we account for the latter. The draft implies this occurs only as each 
significant portion of the work is delivered. I assumed it would be more on a basis of 
as the work is performed. For example, if  40% of the work is complete (whether 
determined using inputs or outputs), then 40% o f the revenue should be recognized 
regardless o f delivery. The resulting revenue would be license revenue. I would 
appreciate clearer language as to the intent as to both when the revenue is recognized 
and as to what the revenue is categorized as.
3. Additional Software Products-Example 1 reaches a result which is counter-intuitive to 
me. I feel the limit to Product C as described is very unlikely in a real situation but 
more importantly, I believe the overriding factors should be that the fee is non- 
refu n dable and that the vendor is free to comply with the agreement by providing 
currently existing software. The vendor has no other obligation. There is a similar 
problem with Example 2. It is really a fu n ction o f the vendor obligations and the 
customer recourse.
4. Multiple Element Arrangements-Example 3 is also difficult for me to follow. In the 
large application world this is often a moot point; no customer will purchase a license 
for a particular version when such customer knows a new version is coming out 
unless the transition path is clear, especially as regards price. This is particularly true 
o f UNIX solutions. The typical solution is to provide the new version free under the 
maintenance policy. Under this situation I assume there is no revenue allocation. In 
any event, it seems to me the vendor is establishing the policy with the first sale.
I would appreciate your thoughts on my comments. My e-mail address is
dave_cary@i2.com@smtp. Thanks again for your efforts.
Sincerely
David F. Cary 
Chief Financial Officer
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Author: PC:PaulMcDermott<MCDERMOTT@ServiceWare.Com> at INTERNET 
Date; 8/15/96 4:05 PM 
Priority: Normal
TO: -:'RichardStuart'<rstuart@aicpa.org> at INTERNET 
TO: Richard Stiaart at AICPA3
Subject: AICPA Exposure draft for Software Revenue Recognition
---------------------------------------  Message Contents --------------------
Richard Stuart 
Technical Manager
Accounting Standards Division File 2354 
AICPA
1211 Avenue of the Americas 
New York, NY 10036-8775
Sir:
2 quick points re: the exposure draft for Software Revenue Recognition.
1) Why doesn't the AICPA have a world wide web site that the public or 
AICPA members can pull down documents such as this one? It is much 
slower and more expensive mailing hard documents to people.
"Accountants” should realize this.
2) The software industry needs some guidance regarding recognizing 
revenue for companies selling through distributors.
The question is -- Under what circumstances (if any) may a com pany 
report revenue "gross” of reseller fees?
For example, a company (Company ABC) sells a product to a customer 
through a distributor (purely optional, non-OEM relationship) and in 
exchange gives the reseller 50% of the price paid by the end customer.
What does Company ABC book as revenue?
100% of the price paid by the customer with the reseller's fee (50%) 
charged as an operating expense? or 
the 50% net of the reseller fee?
There are many factors to consider in this situation namely:
B illing relationships and accounts receivable collection risks of the 
respective parties
* Contract / licensing relationship 
*W ho sets pricing
* Who performs disk duplication and product fulfillment 
* Who performs customer support tier 1, tier 2, etc.
I have never found a definite answer to this question in any promulgated 
GAAP while at Legent Corporation as the Controller and now as the CFO of 
ServiceWare. My external auditors have been baffled as well. Perhaps 
we are looking in the wrong places?
If the answer to my example is "companies should always report net 
revenue", this guidance should be documented somewhere.
This question seems to remain unanswered?
Any guidance would be appreciated.
Paul McDermott
ServiceWare, Inc. "The Support Knowledge Powerhouse”
333 Allegheny Avenue, Oakmont, PA 15139 USA 
E-mail: mcdermott@serviceware.com 
Phone: 412-826-1158 Ext. 242
412-826-1014 Ext. 242 
Fax: 412-826-0577
Web: http://www.serviceware.com
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H A U S H A H N  SY ST EMS & E N G I N E E R S  H A U S H A H N   
System s &  E n g in e e rs
September 17, 1996 
Mr. Richard Stuart
Technical Manager, Accounting Standards 
American Institute of Certified Public Accountants 
1211 Avenue of the Americas 
New York, NY 10036-8775
F ile  # 2 3 5 4
Dear Mr. Stuart:
This letter is in response to the Accounting Standards Committee’s invitation to comment 
on the proposed Statement o f Position on Software Revenue Recognition. For purposes of 
background, Haushahn Systems & Engineers, Inc. is a developer and supplier of 
Warehouse Management System software and a value added reseller of equipment 
used in such systems.
We agree with many of the concepts contained in the exposure draft, particularly the basic 
principles, the need to achieve appropriate revenue recognition for multiple elements in a 
contract, and measurement of contract performance. However, w e offer the following 
comments concerning several areas which we believe require either better clarification or 
additional study prior to issuing the SOP.
Paragraphs 11 and 12 discuss circumstances where the delivery of certain functionality 
may be delayed or where refunds or other m ajor concessions may have to  be made for 
delivered functionality if  the undelivered functionality is not delivered. First, our 
experience is that many customers, particularly sophisticated buyers of software systems, 
require some sort of damage clause in the contract for breach of warranty, contractual 
performance, or both. Our legal counsel has advised us that it may be desirable for us to 
have such a clause in our standard contract to expressly limit any damages rather than risk 
a lawsuit with unspecified or unlimited damages.
Most software vendors in our market have developed a baseline package, which delivers 
significant functionality to operate a warehouse if the customer is willing to change its 
procedures to accommodate the way the software handles a given circumstance. Since 
many customers are unwilling to change their procedures, often custom changes to the 
baseline software are required.
Occasionally, a customer will ask for certain functionality which may be available from 
another vendor but not included in our baseline package. We estimate our development 
cost similarly to other modifications and include such cost, plus a  mark-up if practicable, 
in the total price o f the contract After deducting an element for post co n tract support 
services equal to our current rates for such support, we use the perce n ta ge-of-completion 
method to recognize the revenue on the contract. If a portion of the functionality is
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delayed to a later phase, the proportionate am ount of revenue is deferred until that work is 
complete.
Our concern is that if the discussion on multiple element arrangements ( including the 
example 2 on page 31 of the exposure draft) is too narrowly construed, the effect would 
be to substantially force us to adopt the completed contract method for many of our 
projects. This would have a substantial negative impact on our financial position as well 
as result in very erratic patterns in earnings.
It seems to us that there is sufficient authoritative guidance on handling contingencies 
(e.g. SFAS 5) and that a line, however subjective it may be, should be drawn between 
undelivered functionality that is unproven and where substantial uncertainty may exist in 
its technological feasibility and those routine circumstances which are described above 
and where the vendor has a proven track record in delivering certain functionality in a 
phased manner.
Paragraphs 57-62 discuss postcontract customer support arrangements, including those 
which include rights to product upgrades at a later date. Some of our software 
arrangements include such provisions. Our policy is not to charge an additional license 
fee for the upgrade, but to require the custom er to pay us on a fee for service basis to 
integrate and install the upgrades. These are for upgrades to our baseline software. 
Specific customer enhancements are priced to include actual development tim e plus 
integration and installation services. Through the first four versions of our software, we 
have not had a customer request an upgrade. Our next version of the software may cause 
some customers to request an upgrade. Since we do not charge for upgrades, it is unclear 
whether we would have to allocate any p o rtion of the price for current contracts to such 
upgrades, the design and content of which may be unspecified at the time of the contract. 
(From the customer’s perspective, they may merely want the “latest and greatest” version 
rather than be focused on any particular functionality or other feature of the upgrade).
Although our post contract supp ort period does not exceed one year, it is not clear 
whether we could meet the test in paragraph 60d. (Note: Customers pay separately for 
annual support after the first year. Such revenue is recognized on a straight-line basis over 
the life of the contract.)
In creating future enhancements to the baseline system, we are not looking at selling 
enhancements on a stand-alone basis, but to increase sales opportunities for the complete 
system. Accordingly, measurement of fair value for a component which is not sold on a 
component basis becomes very difficult and of little benefit other than to be able to 
recognize revenue on the current project
Another factor to consider is the vendor’s history in capitalizing software under SFAS 86. 
Much of the cost in developing new software functionality is expensed in the research, 
definition of functionality, design of the user output, and debugging which inevitably 
occurs. In our case, approximately 90% o f baseline development costs are expensed as a
(3)
period cost. Deferral of revenue on some sort of arbitrary  fair value approach will 
probably result in a lack of matching revenue and expense since a significant portion of 
the revenue would likely be recognized after the period in which most of the cost is 
incurred.
We recommend that, at a minimum, some distinction be made between upgrades that are 
known to be forthcoming at the time of the arrangement with the customer and others 
which are unspecified but can be expected to occur due to the nature of the software 
business. Upgrades that are planned and have been announced to the customer should 
require revenue deferral to the extent that development costs are being deferred beyond 
the expected completion date o f the contract. This would require the vendor to estimate 
how many software licenses would be sold in the future and an allocation of related 
revenue to the contract being completed at the time. Unspecified enhancements which 
have not been conceptualized should not require revenue deferral, since the likelihood is 
that they will be funded by l.)increases in license fees charged to subsequent customers,
2.) increases in charges for post contract support, or 3.) a combination of both, and not by 
current customers.
Thank you for the opportunity to express our views on the subject. Please contact me if 
you have any questions or would like to discuss the contents of this letter.
Yours truly,
Joseph A. Stojak
Vice President and CFO, CPA
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M r. R ichard Stuart
Technical M anager Accounting Standards - F ile 2354 
A m erican Institute of C ertified Public A ccountants 
1211 A venue of the Am ericas 
New York, NY 10036-8775
Subject: Proposed Statem ent o f Position, Softw are R evenue 
Recognition
D ear Sir:
T he Financial R eporting Com m ittee of the Institu te o f M anagem ent 
A ccountants is pleased to  offer com m ents on the P roposed S tatem ent 
o f Position, Software Revenue Recognition.
O verall, we support the  proposal because it attem pts to  resolve specific 
practice problem s. However, we have a concern tha t the proposal may 
fail as a  general purpose standard because the guidance is narrow  and 
its application is m echanical.
W hat is needed to  m ake the docum ent b roader and m ore long-lasting is 
a  clear statem ent o f the fundam ental principle underlying each 
conclusion and a  well-developed rationale for each fundam ental 
principle. W ithout th e  statem ent and rationale, application of the  
standard will be lim ited to  the specific m atters included in  the 
docum ent.
A n exam ple of w hat we perceive to  be a  problem  is this:
T here is no identification of the fundam ental principle underlying the 
ru le  governing contracts tha t provide for the delivery o f software and 
re la ted  services. A nd although this section of the docum ent refers the 
read er to  the "Basis for Conclusion" section, this la tte r section is little  
m ore than a restatem ent o f the rule along with selected quotes from  
FASB’s Concept S ta tem en t
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M r. R ichard Stuart 
A ICPA  - File 2354 
Septem ber 20, 1996
This sam e criticism  can be m ade for the  rules governing "m ultiple elem ents."
As a result, the docum ent reads too  m uch like a rule book and is a t risk o f becom ing 
obsolete quickly. W e believe this risk can be minimized and the usefulness of the 
standard can be enhanced by redrafting the docum ent to  include the m atters discussed 
herein.
Very truly yours,
L. Hal Rogero, Jr. 
Chairman
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 A r t h u r
A n d e r s e n
Arthur Andersen LLP
69 West Washington Street 
Chicago IL 60602-300: 
3125800069
Mr. Richard Stuart 
Technical Manager 
Accounting Standards 
File 2354 
AICPA
1211 Avenue of the Americas 
New York, New York 10036-8775
Dear Mr. Stuart
Attached is our response to the proposed statement of position, Softw are Revenue Recognition. 
Very truly yours,
Richard Dieter
PM
Attachment
(5)
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A n d e r s e n
Arthur Andersen LLP
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West Washington Street 
Chicago IL 60602-3002 
312 580 0069
Mr. Richard Stuart 
Technical Manager 
Accounting Standards 
File 2354 
AICPA
1211 Avenue of the Americas 
New York, New York 10036-8775
Dear Mr. Stuart:
We are pleased to have the opportunity to respond to the proposed statement of position (SOP), 
Software Revenue Recognition (the "ED").
OVERALL CONCLUSION
We support the issuance of the ED as a final SOP. It represents a significant improvement over 
SOP 91-1 and also provides appropriate accounting guidance for many of the have
occurred in the marketing of software since the issuance of the original SOP. We be lie ve th e 
overall standard established for dealing with multiple elements and undelivered elements, in­
cluding the requirements to support separate values for when and if available products, will be 
a significant improvement in practice and result in more uniform treatment in comparable 
situations. We also support the additional guidance provided in the SOP on subjects th at were 
either not fully addressed in the original SOP or new issues that have arisen since the issuance 
of the SOP.
SIGNIFICANT RECOMMENDATIONS 
Impact of Price Protection on Accounting for Reseller Arrangements
Paragraph 28 lists a number of factors to consider in evaluating whether the fixed or determin­
able fee and collectibility criteria for revenue recognition have been m et The last bullet point 
provides guidance for situations in which a vendor issues rebates (referred to as price pro­
tection) to the reseller based upon sales price changes subsequent to the original sale. These
(5)
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rebates usually are lim ited to the inventory on hand by the reseller a t the time of the price 
change, but sometimes extend to sales to the reseller w ithin a specified period. The ED pro­
vides that if significant uncertainty exists as of the date of sale as to the am ount of future 
rebates to be issued, the vendor's selling price is not fixed or determ inable.
Because rebates are prim arily dependent upon com petitors' actions and other m arket forces 
beyond the vendor's control, estim ating future rebates in  this industry  is extremely difficult.
For this reason, we believe that the existence of unlim ited price protection in  a reseller agree­
ment should preclude revenue recognition until the software is sold (licensed) to a third-party 
user. We w ould not object to a revenue recognition policy that fully reserves for the maximum 
amount of future price protection if capped by the agreem ent U nder this policy, once the 
maximum am ount has been reserved, current revenue recognition criteria w ould apply.
D eterm ining Fair V alue for Specific Future U pgrades in  C ertain S ituations
The SOP should be expanded to include a discussion of how  to determ ine the vendor-specific 
evidence of fair value of an  upgrade righ t to a specific upgrade/enhancem ent to be delivered in 
the future, which the user w ould otherwise be entitled to on an unspecified basis. We believe 
that if (a) the specific upgrade/enhancem ent will only be offered to the custom er as a m ainte­
nance release u n d er an existing m aintenance agreem ent a t  th e  tim e of release on a w hen and if 
available basis and (b) m anagem ent having the relevant  authority has determ ined that this 
specific enhancem ent/upgrade w ill not be sold separately to existing users but in  fact will be 
distributed to all users w ho are under PCS arrangem ents a t the tim e of its release, the vendor- 
specific evidence of fair value of such an upgrade right w ould be the value of the PCS ar­
rangement. We bel ieve this is consistent w ith the accounting theory in  the proposed SOP for 
enhancem ents/upgrades. This should be clarified in the SOP, perhaps by expanding footnote 7 
to paragraph 35 .
12-Month Paym ent Term s
We believe that paragraph 26 is intended to provide a guideline that significant paym ents due 
beyond 12 m onths from  delivery are indicative of a license fee w hich is not fixed or determ in­
able. It is unclear w hether paragraph 27 is intended to stipulate that
(1) For arrangem ents w ith such paym ent terms, all revenues should be recognized, in 
substance, on a  cash basis, or
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(2) Those payments due beyond 12 months should be recognized in the period that they 
become due and revenues due within 12 months recognized at delivery, or
(3) License fees should be recognized in the period that they become due within 12 months 
provided that all other conditions in paragraphs 7 through 12 have been met.
We believe that alternative (3) is most consistent with the 12-month guideline established in 
paragraph 26 and that the cash basis approach of alternative (1) would not be consistent with 
GAAP in other areas of revenue recognition (i.e., real estate sales accounting when downpay­
ment requirements are met, the entire sale is recognized). Alternative (3), we believe, is also the 
predominant practice followed today. Accordingly, we recommend that paragraph 27 be re­
vised along the lines of alternative (3).
OTHER COMMENTS
Customer Acceptance
We believe the routine acceptance clauses in license agreements should not preclude revenue 
recognition at delivery if vendor-specific objective evidence indicates that such acceptances are 
perfunctory. We recommend that the following sentence be added to paragraph 18 to clarify.
"This provision should not preclude revenue recognition at delivery if vendor- 
specific objective evidence of historical experience indicates that such customer 
acceptance provisions are routine and perfunctory."
Upgrade Rights — Estimating the Percentage of Customers Not Expected to Exercise the 
Upgrade Right
We recommend that the third sentence of paragraph 36 be strengthened to specify that the ven­
dor-specific objective evidence be limited to the vendor's historical experience with customers 
who do not exercise upgrade rights.
Subscriptions — End Users Only
We recommend that paragraph 47 be clarified to indicate that subscription accounting applies 
only to end-users and not resellers.
(5)
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Exchanges for Specified Platform  or U nspecified Platform s
We believe that the fourth  and fifth sentences of paragraph 51 im ply that transfers to specified 
platforms (with no m ore than m inim al differences in price, functionality, and features) that are 
not available at the tim e of delivery of the initial product m ay be recognized as exchanges that 
are not considered returns as described in footnote 3 of FASB Statem ent No. 48. We recom­
mend that this paragraph be m odified to clarify that this accounting also applies to transfer 
rights to software for unspecified platform s (with no more than m inim al differences in price, 
functionality, and features) that become available during the agreem ent period.
Vendor-Specific Evidence of Fair Value
We are in agreem ent w ith  the requirem ents that m ust be m et to establish a value for the un­
delivered separate elem ents of a licensing arrangem ent. We believe these requirem ents would 
be further im proved if an  additional example were added (perhaps in  paragraph 102) indi­
cating that even if m anagem ent had established a m axim um  price for the undelivered element, 
unless that price represented the probable future price to be charged, the criteria of vendor- 
specific evidence are n o t met.
Accounting for A dditional Fees U pon Transfer (paragraph 55)
We found paragraph 55 to be confusing because it is included in a section of the SOP dealing 
w ith like-kind exchanges for w hich platform-scale surcharges generally w ould not qualify. In 
addition, the accoun ting guidance to recognize these fees w hen earned is obvious and is consis­
tent w ith current practice. For these reasons, we recom m end that paragraph 55 be deleted or 
moved to a different section of the SOP.
PCS Periods
We recommend that paragraphs 59 and 63 be clarified to specify w hether revenue under such 
arrangem ents should be recognized over the contractual PCS period or, as currently worded, 
the expected period. We believe that if the vendor has historical experience that supports a 
period shorter than the contractual period, it should use an  e s tim a te d expected period.
D elivery D efinition
The definition of delivery (page 37) should be clarified to indicate that delivery for revenue 
recognition purposes m eans to the custom er site if terms are FOB destination.
5
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Minor Point
We suggest the term "on line authorization" in paragraph 14 be defined.
We would be pleased to discuss any of our comments with the Task Force or AcSEC at their 
convenience.
Very truly yours,
PM
(5)
October 2, 1996
Mr. Richard Stuart
Technical Manager
Accounting Standards, File 2354
AICPA
1211 Avenue of the Americas 
New York, NY 10036-8775
The Committee on Accounting Principles of the Illinois CPA 
Society ("Committee") is pleased to have the opportunity to 
comment on the Proposed Statement of Position - Software Revenue 
Recognition ("ED") of the Accounting Standards Executive 
Committee ("AcSEC") of the American Institute of Certified Public 
Accountants. The organization and operating procedures of the 
Committee are reflected in the Appendix of this letter. These 
recommendations and comments represent the position of the 
Illinois CPA Society rather than any of the members of the 
Committee and of the organizations with which they are 
associated.
The Committee supports AcSEC in its efforts to provide guidance 
in the area of software revenue recognition which will conform 
practice and fill gaps in the current literature and agrees with 
the conclusions in the ED.
The Committee would suggest, however, that the drafting of the 
final document reflect the following:
•A flowchart covering all of the various scenarios. This 
flowchart could be used to impose some discipline on the 
content. The Committee sees this flowchart placed at the 
front of the document and including cross referencing to the 
specific paragraphs where the relevant accounting is 
discussed.
•More examples. These would be helpful if they were 
integrated into the text.
•Less cross-referencing within paragraphs of the document. 
This would make it easier to understand the document's 
intent. 2
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We would be pleased to discuss our comments and recommendations 
with members of the Software Revenue Recognition Working Group or 
staff of the Accounting Standards Division.
Very truly yours,
Wayne J. shust 
Chair of Committee on 
Accounting Principles
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APPEND IX
ILLINOIS CPA SOCIETY 
ACCOUNTING PRINCIPLES COMMITTEE 
ORGANIZATION AND OPERATING PROCEDURES
1996-1997
The Accounting Principles Committee of the Illinois CPA Society 
(the Committee) is composed of 25 technically qualified, 
experienced members appointed from industry, education and public 
accounting. These members have Committee service ranging from 
newly appointed to 15 years. The Committee is a senior technical 
committee of the Society and has been delegated the authority to 
issue written positions, representing the Society, on matters 
regarding the setting of accounting principles.
The Committee usually operates by assigning a subcommittee of its 
members to study and discuss fully exposure documents proposing 
additions to or revisions of accounting principles. The 
subcommittee ordinarily develops a proposed response which is 
considered, discussed and voted on by the full Committee.
Support by the full Committee then results in the issuance of a 
formal response, which, at times, includes a minority viewpoint.
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NEW YORK STATE SOCIETY
OF___________________________
CERTIFIED PUBLIC ACCOUNTANTS 
530 FIFTH AVENUE  
NEW YORK. N Y 10036-5101
(212) 719-8300
FAX (212) 719-3364
October 7, 1996
Richard Stuart, Technical Manager 
Accounting Standards, File 2354 
AICPA
1211 Avenue of the Americas 
New York, NY 10036-8775
Re: Exposure Draft—Proposed Statement of Position—Software Revenue Recognition 
Dear Sir:
The New York State Society of Certified Public Accountants is pleased to submit its 
comments on the above-referenced Exposure Draft. The comments were developed by the 
Society’s Financial Accounting Standards Committee.
Overall, the committee supports the issuance of the SOP.
The committee notes that accounting for costs related to funded software development 
arrangements is beyond the scope of the proposed SOP. There is some support among the 
committee for the SOP to be expanded to include the accounting for such arrangements.
In paragraph 82 it is suggested that:
■ There be a caution regarding the inherent risk of using labor dollars (versus labor 
hours) as input measure.
■ There be a discussion of the use of labor dollars as an input measure similar to the 
discussion of the use of labor hours in paragraph 84.
■ There be a comment regarding comparing and interrelating input measures with 
output measures when input measures are used to measure progress-to-completion 
under the percentage-of-completion method.
The last sentence of paragraph 92 should be revised to indicate that industry experience 
on similar projects may also be utilized.
Much of the information in the footnotes, because of its significance, should be part of 
the text of the SOP, rather than included in the footnotes, e.g., footnote 6 should be included in 
the first bullet of paragraph 28 and footnote 9 should be included as part of paragraph 67.
(7)
We hope these comments have been helpful. If you wish to pursue any of these matters, 
please let us know and we will have someone from the committee contact you.
William M. Stocker, III, CPA 
Chairman, Financial Accounting 
Standards Committee
Walter M. Primoff,
Director, Professional Programs
cc: Accounting & Auditing Committee Chairmen
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Very truly yours,
MySoftware Company
October 11, 1996
Mr. Richard Stuart 
Technical Manager 
Accounting Standards Division 
File 2354 
AICPA
1211 Avenue o f  the Americas 
New York, NY 10036-8775
Dear Mr. Stuart:
After reviewing the exposure draft o f the proposed statement o f position (SOP), Software Revenue 
Recognition, we have comments on the accounting treatment as it would affect several o f our marketing 
activities. The exposure draft, if  adopted, would lead to deferral o f our revenue in many cases, when in 
reality the activities that would cause the deferral are simply marketing and promotional offerings that we 
use from time to time.
M ySoftware is a publisher o f  off-the-shelf and shrink-wrapped software; we sell our software through 
retail chains such as Office Depot, CompUSA, Staples, Office Max, WalMart, Best Buy, and Computer 
City. Typically twice a year, we design a promotional activity to promote the sell-through o f our software 
in these chains. Our most popular promotional vehicles have been “Buy One — Get One Free,” where the 
free piece software is either one o f our MySoftware products or a product from a third-party OEM vendor.
The execution o f  these marketing activities is done either by instant redemption (especially in the case o f 
“buy one — get one free”) at the retail stores where code tracking systems are in place, or by coupon 
redemption, which requires customers to send in the coupons and redeem either our other software or a 
third-party vendor's product. In the instant redemption scenario, M ySoftware’s accounting practice has 
been to reserve the sales revenue according to the estimated redemption for the free software. In the second 
scenario, when a coupon is either enclosed in our software product or available at the stores for customers 
to send in, our accounting practice has been to accrue the costs associated with the estimated coupon 
redemption.
We have been accruing the associated redemption costs rather than defer revenues since these activities are 
designed for marketing and promotional purposes only. However under the exposure draft, we would have 
to defer 100 percent o f  the revenues o f the free products in the redemption and coupon implementations if 
the free software were our own, but not if the free products were from a third-party vendors. This would 
lead to an inconsistency in the accounting treatment o f  the free products: defer revenues if  the product is 
ours but accrue costs if the product is a third-party vendor’s. (Please note that historically the redemption 
rate has run quite low at a rate o f  about 8 to 10%, with only one exception at 25% on a third-party vendor’s 
product.)
Our suggestion is that the ruling be modified to deem the delivery o f multiple elements complete and 
recognize revenues when the software has been delivered and accrue the costs associated with the 
remaining elements o f  the arrangement provided the remaining elements are marketing and promotional 
offerings, excluding upgrades o f  the software in question.
We appreciate very much for your time in reviewing this letter and thank you for taking our particular case 
into consideration for the final proposed draft. Should you have any questions regarding this comment, 
please do not hesitate to call me at 415-473-3639 or email me at tomh@ mysoftware.com.
Very Truly Yours,
Thomas C. Hosier 
C hief Financial Officer
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1259 El Camino Real. Suite 167 ▼ Menlo Park. CA 94025-4227 
PHONE ( 4 1 5 ) 4 7 3 -3 6 0 0    FAX ( 4 1 5 ) 325-106
Candle
innovators in illumination Candle Corporation
2425 Olympic Boulevard 
Santa Monica, CA 90404
(310) 829-5800
October 11 , 1996
Mr. Richard Stuart
Technical Manager
Accounting Standards Division
American Institute of Certified Public Accountants
1211 Avenue of the Americas
New York, New York 10036-8775
File 2354 
Exposure Draft
Proposed Statement of Position Software Revenue Recognition
Dear Mr. Stuart:
We are pleased to comm ent on the proposed Statement of Position on software revenue 
recognition to supersede SOP 91-1.
We recognize the significance of the complexities of revenue recognition across the 
software industry and suppo rt ongoing efforts to promote the consistent application of 
appropriate accounting principles.
We have studied the proposed SOP as it relates to our revenue recognition policies and to 
our segment of the software industry . Our response suggests mo d if ication to the 
proposed SOP in two principal areas, specifically “ V endor S p ecific  O b jec tive  E viden ce o f  
F a ir Value " and "P ersu a sive  E viden ce o f  an  A rra n g em en t". We believe that in order for 
the proposed guidance to be implemented in a practical manner, certain industry practices 
must be considered and certain guidelines suggested b y  the proposed SOP be further 
clarified.
Background:
Candle Corporation develops systems management performance software and 
applications designed to monitor and manage the performance of large, complex data 
center systems. Our sales are principally to ‘"Fortune 500” companies and single 
transactions range from a p p roximately $30,000 to as much  as $13,000,000 and generally 
include software and ongoing PCS. Our products are geared toward mainframe based and 
distributor client server systems and consequently our mark et segment is extremely 
competitive. We, as well as our competitors, annually adjust and publish price lists for 
our respective products and ongoing maintenance (PCS). These prices are subsequently 
used by potential customers to negotiate software purchases. Sales transactions, which 
are often "bundled” (multiple software products and PCS for up to 5 years), are 
discounted fro m published price lists, and are generally paid in installments over several
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years. Each transaction is individually negotiated with the customer and although 
individual transactions frequently include the same products and PCS terms, pricing and 
discounting from list prices differ significantly. These differences arise as a result of 
many variables including type, capability or capacity of customer hardware, level of 
anticipated usage, number of sites, relationship with the customer, number of products, 
and competitors’ pricing of comparable products.
V endor Specific O bjective Evidence o f Fair V alue
Paragraph 9 of the proposed SOP defines and limits “vendor specific objective evidence 
of fair value” as:
• The price charged when the same element is sold separately.
• If not yet being sold separately, the price for each element established by 
management having the relevant authority; it must be probable that the price, once 
established, will not change before introduction of the element to the 
marketplace.
While the proposed SOP states that the element must be sold separately to document the 
price, it does not specify or define how many separate transactions, a relevant time period 
of separate transactions, or a calculated average of ‘‘similar” separate transactions that 
would be appropriate upon which to allocate revenue among the delivered elements.
We believe the proposed SOP allows vendors to be selective and subjective in allocating 
element prices if vendor specific objective evidence can only be based upon prices 
charged when elements are sold separately.
The proposed SOP, as currently written, does not reflect the manner in which our market 
place is operating. All of the companies in this segment of the market sell their products 
by bundling products and PCS and discounting the prices from published price lists to 
complete a sale. Due to the many pricing considerations and variables described above, 
the number of permutations of competitive pricing makes it impractical to meet the 
vendor specific objective evidence requirement as currently drafted.
We believe that an additional alternative for determining vendor specific objective 
evidence based upon published price lists should be included in the proposed SOP in 
instances where companies occasionally do, but generally do not, sell elements 
(principally product and PCS) separately. Published prices for existing products are 
vendor specific, verified or validated by the competitive marketplace, and provide for a 
proportionate allocation of discounts among the different elements. Published prices for 
existing products and PCS are at least as specific and objective as prices established by 
management for products not yet introduced.
9
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By allocating revenues based upon a published price list, a consistent basis of pricing is 
established, changed only when market changes result in price adjustments. This would 
be more reliable and provide a better basis than subjectively selecting a price from 
separate sales transactions. Marketing programs and variable price levels would be 
addressed and discount percentages accurately allocated to reflect “fair value”. Vendors 
cannot artificially lower PCS prices on published price lists in order to receive favorable 
unbundled terms on the product elements because future PCS renewals must be based on 
those published prices and to do so would result in decreased future revenue streams.
The exclusion of a published price list option in the proposed SOP may require 
companies with minimal individual element price information to recognize product 
license revenue only over the PCS period. This would be inconsistent with the 
presumption that revenue should be recognized upon completion of the earnings process 
as contemplated by ARB43 and APB 10, because only the PCS element is executory and 
all other obligations have been m et Additionally, selling, marketing, advertising and 
general administrative expenses would be appropriately matched to product revenue.
Evidence of an Arrangem ent
Paragraph 14 of the proposes SOP states that “If the vendor has a customary business 
practice of utilizing written contracts, evidence of the arrangement is provided o n ly  by a 
contract signed by both parties. [Emphasis added.]
While vendors may have a “customaiy” practice of requiring signed contracts, certain 
customers, particularly very large companies, have a “customaiy” policy to not sign such 
contracts. These companies will alternatively use their own purchase orders or letter 
orders as legal sales documents or some alternative written and legally binding form 
acceptable to the vendor. The proposed SOP should be amended to include purchase 
orders, letter orders or other legally binding documents in addition to formal license 
agreements, as acceptable evidence of a binding transaction.
* * *
If you have any questions concerning our comments, please contact Christoper Graham at 
(310) 582-4068 or Judy Smith at (310) 582-4049.
Sincerely;
Donald R. Mellert 
Chief Financial Officer
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October 14, 1996
Mr. Richard Stuart 
Technical Manager 
Accounting Standards, File 2354 
AICPA
1211 Avenue of the Americas 
New York, NY 10036-8775
Re: Exposure Draft on Proposed Statement of Position, Softw are R evenu e R ecogn ition  
Dear Mr. Stuart:
The Financial Accounting Policy Committee (FAPC) of the Association for Investment Man­
agement and Research (AIMR)1 is pleased to respond to the AICPA’s Proposed Statement of 
Position, Softw are R evenue R ecogn ition  (ED). The Financial Accounting Policy Committee is 
a standing committee of AIMR charged with maintaining liaison with and responding to 
initiatives of bodies which set financial accounting standards and regulate financial statement 
disclosures. The FAPC also maintains contact with professional, academic, and other 
organizations interested in financial reporting.
General Comments
On the whole, the software revenue recognition issues covered by the E xposu re D ra ft are well 
thought out and carefully considered. However, the exposition of a number of the proposed B a sic  
P rin cip les, which are the core of the Statement, could have been made more user-friendly. 
Indeed, some of the clearest passages are found not in the P ro p o sa l, p e r  s e , but in the B a sis  f o r  
C onclusions section, beginning on page 19.
1a IMR is a global  not-for-profit membership organization of more than 50,000 members and candidates 
comprising investment analysts, portfolio managers, and other investment decision-makers employed by investment 
management firms, banks, broker-dealers, investment company complexes, and insurance companies. AIMR 
members and candidates manage, directly and through their firms, over six trillion dollars in assets. The 
Association's mission is to serve investors through its membership by providing global leadership in education on 
investment knowledge, sustaining high standards of professional conduct, and administering the Chartered Financial 
Analyst (CFA®) designation program.
5 Boar's Head Lane • P. O. Box 3 6 6 8  Charlottesville, Virginia 22903 
Phone: 804-977-6600 • Fax: 804-977-1103
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Specific Observations
1. Among the most troublesome difficulties we find with the S ta tem en t is the relatively 
imprecise use of terms. A few examples are:
• Software (paragraph 1 and following)--The term is not defined, either in 
this Statement or in SOP 91-1. Does software include or exclude, for 
example, that embedded in a microchip, a source of much recent 
litigation?2
• Incidental (paragraph 2 and foilowing)--The proposed E xposu re D ra ft 
"does not apply...to revenue earned on products or services containing 
software that is in ciden ta l to the products or services as a whole". [para.
2; emphasis added]. As the term is not further defined, this exclusion 
could serve to perpetuate many of the very "inconsistencies in practice" 
which AcSEC states were the motivation for this new Sta tem en t.
• Vendor-specific objective evidence (paragraph 9 and following)—The 
S ta tem en t provides that in multiple-element software arrangements, the 
license fee should be allocated among the various elements "based on 
vendor-specific objective evidence of fair value". However, this term is 
undefined by the Statem ent.
It is not clear from the related discussion in paragraphs 100-102 how management should 
determine prices for those elements for which market prices are not available, that is 
elements which are not currentl y sold as off-the-shelf items. The discussion provides that 
prices cannot be "separate prices stated in the contract for each element"; nor can prices 
be based upon competitors’ prices; however, the price should be "established by 
management having the relevant authority" and should be "factual and not estimates". 
We believe that additional guidance should be provided to management to indicate how 
factual internally-generated prices should be determined.
The Committee believes that such criteria and definitions may prove to be difficult 
stumbling blocks in implementation of the provisions of the Sta tem en t, regardless of, for 
example, the external auditors' experience in making such judgments. (See further 
discussion, Comment No. 6, infra.). As the key issue of the S ta tem en t is the partitioning 
of license fees for immediate recognition or deferral, and such division rests critically on
2See. for example, the record of litigation between Intel Corporation and Advanced Micro Devices, Inc.
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managers’ as well as auditors’ judgments, we believe that modifications to the S ta tem en t 
should be made to enhance the clarity and precision of the basic definitions.
Paragraphs 36 and 37 raise an additional issue regarding vendor specific objective 
evidence: We agree with the approach used in paragraph 36 regarding fee allocations to 
the upgrade right and the reduction of such allocations where there is evidence that some 
customers will not exercise that right.
This approach works well where there is one product and one related upgrade right, as 
in Example 4 on page 32. However, when multiple products are bundled together, 
including one or more upgrade rights, and sold at a package discount, a question arises 
as to how to allocate the fee associated with the upgrade. The approach in paragraph 9 
used to determine "vendor specific objective evidence of fair value" considers prices used 
when the same element is sold separately. If the unbundled "retail" price for the upgrade 
is used rather than some part of the discounted package price for a bundle of products, 
the allocation potentially would be excessive for the upgrade portion and understate the 
portion for current products and services priced at the discount.
We believe the SOP needs to address the circumstances where a package of products or 
services is sold at a discount. If management can produce evidence of fair values of fees 
by product or element within a discounted package, such allocation can be used to 
allocate revenues for the upgrade portion.
One solution might be to apply the percentage of the upgrade fee relative to the total fees 
for services sold separately that are part of the package, and apply that percentage to the 
discounted package fees.
Such a treatment would be consistent with the usual accounting practice for "bargain 
basket purchases": the discounted price is allocated to each of the assets in the basket 
purchase in proportion to the ratio of the fair value of each individual asset relative to the 
total of the fair values of all of the assets.
In paragraph 26, the S ta tem en t considers revenue recognition upon delivery when a 
"significant portion of the licensing fee is not due...[until] more than twelve months after 
delivery". AcSEC concludes that under certain circumstances, based on business practice 
of a particular vendor, immediate recognition may be permitted.
We are unsettled by the latitude that seems to be offered by having the payments delayed 
by such a lengthy period after delivery.
(10)
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In a related matter, revenue recognition for reseller arrangements in paragraph 28, we 
believe that "business practice" should not be the dominant element in revenue 
recognition. Rather, recognition should be based upon more definitive criteria involving 
higher certainty.
3. The circumstances and guidance for revenue recognition in the case of a "fiscal funding 
clause" in governmental units and private firms in paragraph 32 requires substantial 
clarification.
4. The use of long-term contract accounting is prescribed for some software development 
projects requiring substantial production activities. Specifically, paragraph 75 provides: 
"If an arrangement to deliver software or a software system, either alone or together with 
other products or services, requires significant production, modification, or customization 
of software", then the vendor must apply contract accounting, either the percentage-of- 
completion or the completed contract method, under ARB No. 45 and SOP 81-1.
The S ta tem en t provides considerable discussion of the application of the methods to 
software development in paragraphs 79-92.
The percentage-of-completion method, as applied to long-term construction projects 
generally, is subject to substantial judgment and variability in the revenues reported under 
the method, an issue that has received analyst attention in the past (see, for example, The 
A n a lysis  o f  F in an cia l S ta tem en ts, by Gerald White, Ashwinpaul Sondhi, and Dov Fried).
Two additional issues seem to the Committee to be of particular concern in the instance 
of software revenue recognition:
• determining the feasibility threshold for essentially new software 
development projects; and
• defining the expected period (and costs) required to develop new software.
Given the complexity of much software and software system development today, the first 
issue would seem to be more problematical than would commonly be encountered for 
construction of buildings, aircraft, ships, and the like. Indeed, software development 
projects are routinely abandoned. (See fu rther discussion, Comment No. 6, infra.)
(10)
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Estimating development periods and costs is difficult under the best of circumstances. 
Again, however, the Committee believes that this problem is likely to be particularly 
difficult for software development projects.
Therefore, in light of these problems, we believe that the percentage-of-completion 
method should be restricted to those software development projects in which periodic 
progress payments are being made by the customer. Such a requirement would prove to 
be much more objective than internal assessments of progress-to-completion milestones 
by management, whether or not the customer is being kept informed of the progress or 
is periodically inspecting the work and schedules.
The contract may provide that although periodic payments will be made by the purchaser, 
substantial penalties may be incurred by the vendor if certain contractual provisions are 
not met, for example, delivery of software which is delayed beyond a prescribed time 
limit. Such penalties would have the effect of negating prior revenue recognized. 
Therefore, it would be helpful in evaluating software disclosures if any material 
contractual penalties were required to be disclosed.
5. Regarding transition provisions in paragraph 93, the Committee believes that if the new 
accounting change will produce m a ter ia l differences, then disclosure of p r o  fo rm a  effects 
of retroactive application should be required.
6 . Based on our experience with SFAS-86, "Accounting for Costs of Computer Software to 
be Sold, Leased, or Otherwise Marketed," the FAPC believes there is an important 
commonality between the difficulties encountered in SFAS-86 and the difficulties we see 
in the AICPA’s Proposed SOP on Software Revenue Recognition. That commonality 
includes at least the following elements:
• Software that is cutting edge today can be obsolete in a matter of months.
• Auditors are hard-pressed to objectively test technical feasibility and net 
realizable value.
We call the AICPA’s attention to these points for perspective and completeness.3
3See Letter to the FASB from Coopers & Lybrand, L.L.P., August 19, 1996, and the Attachment presenting a 
Discussion of Issues.
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Concluding R em arks
The FAPC appreciates the opportunity to express its views on the Proposed Statement of 
Position, Software Revenue Recognition. If you or your staff have questions or seek 
amplification of our views, we would be pleased to provide whatever additional information you 
seek.
Respectfully yours,
Peter H. Knutson, CPA Peter C. Lincoln
Chair Subcommittee Chair
Additional Subcom m ittee M em bers:
Donald H. Korn, CFA 
Trevor W. Nysetvold, CFA 
Rebecca Todd, CFA
cc: Distribution List
Michael S. Caccese, Esq., Senior Vice President, General Counsel and Secretary, AIMR 
Patricia D. McQueen, C FA, Director, Advocacy Programs, AIMR
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JDEdwards
Pamela L. Saxton
Vice President Finance &  
Corporate Controller
October 14, 1996
Mr. Richard Stuart, Technical Manager 
Accounting Standards, File 2354 
American Institute of Certified Public Accountants 
1211 Avenue of the Americas 
New York, NY 10036-8775
Dear Mr. Stuart:
J.D. Edwards & Company has reviewed the exposure draft of the proposed statement of position 
(SOP) on Software Revenue Recognition. We would like to commend the Accounting Standards 
Executive Committee and the Software Revenue Recognition Working Group for their diligent 
work since March 1993 in addressing and clarifying various issues regarding software revenue 
recognition, which has resulted in the issuance of this proposed SOP. While we believe that this 
proposed SOP represents a significant improvement from the existing SOP 91-1, we would like 
to provide our comments on specific sections of this exposure draft that need fu rther clarification 
and/or revision.
Who is J.D. Edwards?
J.D. Edwards is a highly successfu l application software vendor with proven, reliable, enterprise- 
wide, multi-national business solutions covering finance, distribution, manufacturing and other 
market segments. Its people, marketing message, image as the total service/solution provider, 
and technology have been essential in this equation over the past 19 years of business.
J.D. Edwards is committed to providing its customers with: (1) solutions that meet the business 
needs, (2) a long-term relationship which, by its nature, promises to continue to provide business 
solutions despite advances in hardware and software technology, and (3) a valuable asset that 
appreciates over time by developing enhancements and addressing technology changes.
8055 East Tufts Avenue 
Denver, Colorado 80237 
+1 303 4884000 Main 
+1 3034884854 Direct 
+1 303 488 1077 Facsimile
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E xposure D raft Com m ents/Suggestions
Paragraphs 8 & 35 - M ultiple elem ent softw are arrangem ents and  specified  
upgrades/enhancem ents. (1) Arrangements that provide a customer with the right to 
specified future upgrades/enhancements o f the software on a “when-and-if-available” basis 
are insignificant to the value o f the software being licensed. Clearly if  a customer believes 
that a fu ture feature or function is essential to the functionality o f the software being 
delivered, the contract would not state this as being on a “when-and-if-available” basis. 
Revenue should be recognized upon completion o f all significant obligations under the 
agreement. Therefore, we believe that any fu ture upgrades/enhancements, both specified and 
unspecified on a when-and-if-available basis, should be considered as part o f PCS due to the 
fact that they are very subjective in value and are not o f significance to the transaction. (2) 
We also believe that a contract should be accounted for as a multiple-element software 
arrangement only if  specified undelivered software elements are included in the contract 
price and the future feature or function is essential to the functionality o f the software being 
delivered. I f  an agreement allows the customer to license additional specified software at 
certain prices at a future date and the future feature or function is not essential to the 
functionality o f the software being delivered, deferring revenue to allow for these items 
would be inappropriate. The fair value o f this additional software is what the customer is 
willing to pay for at a future date.
Paragraph 9 - Vendor specific objective evidence o f  fa ir value fo r m ultiple elem ents. 
While we understand that fair values must be determined for multiple element agreements to 
“unbundle” the various components, vendor-specific objective evidence for each software 
element fundamentally does not work for most application software vendors. The current 
trend for application software vendors is user based pricing. Customers receive all o f the 
available software applications and are charged for the “use” o f these applications based on 
the number o f users. The vendor-specific objective evidence as presented in this proposed 
SOP takes a “product based” approach instead o f a “user based” approach. Therefore, it 
would be difficult to determine the fair value for a product given the “user based” approach. 
As an alternative, we recommend that the vendor specific objective evidence o f fair value be 
utilized for major groupings o f software, services and PCS, which would allow the software 
grouping to be priced on the user based approach. For multiple element agreements that 
specify a software upgrade/enhancement (not on a “when-and-if-available” basis), a 
determination needs to be made whether or not the future feature or function is essential to 
the fu n ctionality o f the software being delivered. If  the future feature or function is essential, 
all software revenue fr om the arrangement should be deferred until all o f the elements have 
been delivered. I f  the fu ture feature or function is not essential to the software being 
delivered, then the assumption should be that the software upgrade/enhancement is not o f 
significance to the transaction and the value to be assigned can be subjectively determined. 
However, we believe that it would be inappropriate to defer the entire amount o f software
2
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revenue as a result of a specified upgrade/enhancement that is not of significance to the 
transaction.
P a ra g ra p h  2 0  - D e liv e ry  o th er than to  a  custom er. Many application software vendors use 
distributors to license and sell their software under a sublicensing agreement. In the event of 
a sublicensing arrangement, delivery should be considered complete upon delivery to the 
distributor under the following conditions: (1) the software vendor’s obligation to the 
customer has been met; (2) the distributor has an enforceable agreement with the end user, 
and; (3) payments are not refundable or tied to any specific event.
P a ra g ra p h s  2 6  &  1 0 7  - F ix ed  a n d  determ in ab le  f e e s  a n d  co llec tib ility . AcSEC has 
determined that if a significant portion of the software license fees are scheduled for payment 
more than twelve months after delivery, the fees may not be fixed and determinable and 
revenue generally should be recognized as each extended payment comes due. We believe 
that the history and business practices of the vendor should be the primary determining 
factors when evaluating whether or not a payment is fixed and determinable. If the vendor 
has established a history that extended software payments are not adjusted and the payments 
are not tied to any events, then other criteria such as collectibility, not time periods, should 
determine the validity of fixed and determinable fees. Revenue would be understated if all of 
the vendor obligations have been met and only negotiated payment terms which meet the 
specific business needs of a customer remain.
P a ra g ra p h s  51 &  115  - P la tform -tran sfer rights. In order for a platform-transfer right to be 
considered as a like-kind exchange for accounting purposes, a new concept, in addition to 
minimal differences in price, features and functionality, has been introduced. It is assumed 
that if a vendor incurs a significant amount of development costs related to the other product 
to be exchanged, the other product should be considered to have more than minimal 
differences in functionality. This concept is in direct conflict with footnote 3 to FASB 
Statement No. 48 where (a) users are “ultimate customers” and (b) exchanges of software 
with no more than minimal differences in price, fu ctionality, and features represent 
“exchanges...of one item for another of the same kind, quality, and price.” In order to be 
competitive, an application software vendor must be able to continue to deliver, at a 
minimum, the current features and functions of its software applications despite continuous 
technology changes. In order to do this, the vendor may incur substantial development costs 
to alter the “internal plumbing” of its software applications. However, the “ultimate 
customer” of the software will continue to receive the same features and functions of the 
current software at the same price, with the only differences being added features and 
functions as a result of different computing platforms. Therefore, we believe that the like- 
kind exchange criteria is sufficient to determine whether or not a platform-transfer right 
qualifies for exchange accounting and the development cost criteria needs to be deleted.
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•  Paragraphs 52 & 1 1 4 -  Custom ers en titled  to continue using the softw are that w as originally  
delivered in addition to new p latform  softw are w ill require A dditional Softw are Products ” 
accounting. As noted previously, software application vendors are moving towards a “user 
based” concept instead o f “product based” concept. The existence o f two versions o f the 
same software applications is not an indication that a customer has m ultiple copies o f the 
software. A customer may have a need to operate two versions o f the same software for a 
period o f time in order to transition from one to the other. By using both versions o f the 
software in coexistence, a user can only utilize one version at any one time and does not have 
increased use o f the software or additional copies. If  a customer keeps both versions o f the 
software but essentially doubles the number o f users or applications, then the transaction by 
its nature under a user based concept will result in additional revenue due to increased users. 
We believe that additional guidance needs to added to address the user based concept for 
application software vendors as we believe that it is inappropriate to use a product based 
concept to determine whether or not a platform-transfer right represents an exchange or a 
return for accounting purposes.
• Paragraphs 69, 70, 71 & 96  - Core softw are versus o ff-the-she lf softw are in determ ining  
whether or not the service elem ent is essential to the fu nctionality. For application software, 
customers can use the software with little or no customization; however, customers have the 
right and in practice do make significant modifications to the software to meet special needs 
that may exist specifically for that customer in a specific industry. If  the vendor obligations 
under the software arrangement have been met and the customer has a separately priced 
service arrangement that can be performed by the software vendor or a third party, clearly 
there are separate revenue streams which should not be co-mingled. We would suggest 
further guidance that the modification o f software alone should not preclude software 
revenue recognition. If  there is a segregated revenue stream, the service element can be 
separately priced and competitively bid and the software vendor can fulfill all significant 
obligations under the software arrangement, then the software should be considered off-the- 
shelf which would allow revenue to be recognized.
Sum m ary
We believe that there are certain conceptual problems with the guidance provided in this 
exposure draft o f a proposed SOP on Software Revenue Recognition, specifically in the areas o f 
specified upgrades/enhancements, vendor specific objective evidence o f fair value in multiple 
element software arrangements, platform-transfer rights, fixed and determinable fees, core 
software versus off-the-shelf software and delivery under sub-licensed arrangements. 
Additionally, we believe that further consideration and guidance needs to be given specifically 
for application software vendors and the “user based” concept.
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We appreciate having the opportunity to provide you with our comments on this exposure draft 
and we would be happy to provide you with any further clarifications you may require. We 
would also appreciate receiving a copy o f the written comments on this exposure draft, which we 
understand will be available after November 14, 1996. Could you please let me know how we 
could obtain a copy o f these written comments? You can contact me at (303) 488-4854. I look 
forward to hearing fr o m you.
Sincerely,
Pamela L. Saxton 
Vice President o f Finance and Corporate Controller 
J.D. Edwards & Company
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P r ice Waterhouse l l p
October 14, 1996
Mr. Richard Stuart, CPA 
Technical Manager-Accounting Standards 
American Institute of Certified Public Accountants 
1211 Avenue of the Americas 
New York, New York 10036-8775
Dear Mr. Stuart:
File 2354 - Exposure Draft 
Proposed Statement of Position 
Software Revenue Recognition
"Standards overl oad” is one of today's "hot buttons," for both financial statement preparers and 
auditors. Thus, in first considering the proposed SoP (the ED), we questioned whether the 
software industry was so unusual that a separate GAAP standard was required to maintain 
specialized revenue recognition criteria. We concluded the industry has a significant number of 
pervasive -and unusual- environmental conditions that without guidance will likely result in a 
diversity of practice with respect to the timing and measurement of revenue recognition for 
similar transactions. Those conditions include:
• Software vendors and th eir customers often have long-term relationships that continue well 
after delivery of the initial licenses. This may make it difficult to establish what portion of 
the revenue fr om a mult iple element transaction has been earned when only a portion of the 
software has been delivered. It also creates an environment where arrangements are 
potentially subject to continuous renegotiations.
• The software "deliverable’’ has little inventory cost associated with it. As a result, it has 
nominal collateral value in connection with securing any related account receivable, and 
issues of returns or exchanges do not involve typical considerations surrounding the 
disposition of the "used" inventory.
• Once delivered, software may take many months to install, and installation efforts m ay-or 
may not - involve the software vendor. Regardless of who is handling the installation, 
customer acceptance or evidence that the software executes to a standard of performance 
promised in a customer's environment may not or sometimes cannot occur until well after 
delivery.
• Software is subject to rapid obsolescence fro m a number of different directions, including:
a) fixture advances in software development tools, for example, advances th at would allow
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software to be written in a manner that provides more functionality and features with 
reduced processing times, b) changes in a customer's computer hardware that may dictate 
software written for the old hardware be modified or replaced, c) changes in a customer's 
operating system software or other related software provided to the customer by different 
vendors that may render an existing vendor's software product obsolete in a customer's new 
enviro nment, and d) introduction of a competitor's product that provides more functionality 
and features. As a result, software customers may negotiate a variety of rights to provide 
protection, or a hedge, against those possibilities. This leads to problems in allocating 
revenue to th ose rights, and potential collection problems with respect to receivables that 
might be still outstanding when product obsolescence occurs.
• Software vendors must continually enhance their products to remain commercially viable. 
As a vendor's existing software product(s) becomes more and more dated in the market 
place, potential customers begin to focus their interest on the vendors' next generation of the 
product(s). This interregnum  period between the existing and fixture generation may lead 
to explicit or implied rights being given for that fixture generation product in connection 
with licensing arrangements fo r the current product. Such rights may have widely different 
and highly subjective values among softwa re  customers, which makes them difficult to 
objectively value from the perspective of the vendors' account ing for the transaction.
• Customers may demand that the initial software licensing arrangement address issues of 
future "scalability." In other words, they want to be assured that if their business grows, 
the software system they are licensing today can grow with it. This can create issues as to 
what is being sold today and what constitutes delivery and acceptance.
• In connection with software products that are sold through distribution channels, the 
distributor-customer is often given rights of return and price protection. The vendor's loss 
cont ingencies associated with those rights may be difficult, or impossible, to reasonably 
estimate at time of delivery due, in part, to the obsolescence fa ctors noted above and the 
economic/commercial power of the distributor to unilaterally dictate terms.
Taken together, we believe the software industry's circumstances present a compelling argument 
for a discrete revenue recognition standard. The ED's revenue recognition principles 
appropriately reflect many of these pervasive environmental conditions. While we believe some 
further refinement is needed, as discussed below, we are generally satisfied with the ED's broad 
framework  for revenue recognition.
Having said that, we are troubled that in some multiple element arrangements the ED's 
requirement for "vendor-specific objective evidence of fur value" will lead to the deferral of all 
revenue, even in situations where software products having dear value and utility to
the customer will have been delivered. At blush, this seems unduly harsh. However, given 
the environment in which software enterprises generally conduct business, we have been unable 
to identify any other method that will reliably and objectively measure the amount of revenue to 
be allocated to and deferred with respect to undelivered dements of a multiple dement
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arrangement. We suggest, however, that the final SoP specify disclosure requirements for 
w here software products have been delivered, but revenue was not recognized, as
discussed later in this letter.
Specific Comments
• Vendor-specific objective evidence (¶ _9)
Software vendors' arrangements may routinely include services that are immediately 
available from the vendor, but which are never sold separately, for example customer 
training or insta llation Under SoP 91-1, many of those types of services are not viewed as 
representing a significant obligation. As a result, their costs are accrued at the time the 
revenue from the related software license is recognized. Under th e ED, revenue must be 
apportionable to such services based on the criteria in ¶ 9 before any revenue can be 
recognized.
Each of the two prescribed types of evidence assume t hat the service is separately. If, 
for example, the vendor never sells training services on a discrete basis, the ED would seem 
to require deferral of all revenue fr om the arrangement until delivery of the ancillary 
training services are completed. In many circumstances, we do not believe such accounting 
would be appropriate. We suggest the final SoP include a third type of acceptable vendor- 
specific objective evidence:
For services that are not separately sold, but can be accounted for separately 
(see ¶s 65-67) and are currently available, a value for such element established 
by management having the relevant authority that reflects the recovery of all 
estimated direct and indirect costs plus a normal profit margin. Reliance on 
this type of evidence is conditioned on the vendor's ability to make reasonably 
dependable estimates of the expected direct and indirect costs.
• Delivery and returns vs. exchanges
As the ED observes (¶50), a significantly diff ercnt accounting results fr om a product return  
vs. that fr om a product exchange. As a result, the final SoP needs to clearly describe how 
to distinguish between the two transactions.
The final SoP should be dear that an obligation to deliver a specific product cannot be 
satisfied by a delivery of the "same product" that will subsequently be accounted for as an 
exchange for the specified product. By way of illustration, assume that th e same softw are 
product has been developed with user interfaces in several different languages. An 
arrangement specifies the delivery of a Portuguese-language version of the software 
product, but die product has not yet been translated into Portuguese. We do not believe 
that delivery of a Spanish language version (with the intent to apply exchange accounting 
when that version is subsequently swapped for the desired Portuguese version) should
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satisfy the delivery requirements of ED, even if the Spanish and Portuguese language 
products have similar prices, features, functions and are marketed as the same products 
54). We reach this conclusion because the vendor still has the obligation to develop and 
deliver the Portuguese language product.
Also, consider a situation where in 1996 a customer has both PCS and platform exchange
limits are valid for five years. The version of today's AS400 software product th at will 
be transferred to platform "X” in the year 2000 will likely n ot meet the definition of being 
th e  "same product" when measured against the 1996 product operable on platforms 
currently supported by the vendor. But if th e customer maintains PCS between now and 
2000, th e platform "X" version in th at fixture year will likely be the "same product" when 
measured against th e then version of the product for today's supported platforms, e.g., 
today's product operable on the AS400 platform th at has been upgraded/ enhanced since 
1996 via PCS.
In such a situation, we believe the possibility of exchange accounting should be available 
even though the "same product" is not being exchanged for the product originally sold. We 
reach this  conclusion because revenue would have been allocated to the PCS rights that 
create the presumption tha t  in the year 2000 th ere will be an exchange of the "same 
products." However, important to th is conclusion is that th e validity of the platform 
exchange right be contingent on the customer being obligated to renew PCS.
• Software upgrade/enhancement vs. software product
The accounting for a specified upgrade/enhancement is significantly different fr om a 
specified product deliverable. As to the former, revenue is deferred only to the extent that 
customers are expected to exercise their upgrade right 36). As to th e latter, no similar 
reduction is permi tted (¶ 40). Further, the accounting for unspecified upgrade/enhancements 
(i.e., as PCS) is different fr om unspecified fu ture product deliverables (i.e., as a 
subscription). As a result, the distinction of what constitutes an upgrade/enhancement and 
what constitutes a software product is important.
Neverth eless, the ED's definition of an upgrade/enhancement (Glossary: "an improvement 
to a software product") is not particularly elucidating, and the ED does not define a 
product, except, perhaps, in th e negative by describing the sam e p ro d u ct as those for which 
"... th ere are no more than minimal differences among them in prices, features and fun ctions 
and (they) are mark eted as the same product." (¶ 54). Accordingly, we believe it is 
important for the final SoP to define what constitutes a software product in a manner that 
allows financial statement preparers to distinguish between products and 
upgrades/enhancements in a dear and consistent manner.
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• Customer acceptance (¶  18)
Many software licenses do not include provisions for customer acceptance and/or the 
vendor's business is conducted in a way th at there is never an acknowledgment of customer 
We are concerned th at th e ED might be interpreted as establishing a 
requirement that vendors obtain evidence of customer acceptance. Accordingly, we suggest 
that ¶ 18 be amended as follows;
"For those arrangements that stipulate acceptance criteria, revenue should not 
be recognized with respect to delivered software until it is probable th at such 
criteria will be satisfied.”
In connection with the licensing of complex application software, installation may take 
many months, and even periods of up to a year or more. Installation may be undertaken by 
the vendor, the customer, independent contractors or any combination of  th e three. While 
there may be no question as to the functionality of the  vendor's software that is being 
installed, the actual performance of the software in the customer's environment may be 
dependent on the customer's hardware and existing software that has been and will continue 
in use and on interfa ces being developed with  respect to linking th e newly licensed software 
to such hardware and existing software. In circumstances where there are contractual 
acceptance criteria, satisfaction of such criteria may be dependent  on an assessment of 
post-installation fu nctionality and performance. Especially in situations where the vendor 
does not manage th e implementation function, it may not be possible to conclude that it is 
probable the acceptance criteria will be satisfied until after installation occurs. We believe 
the final SoP would be more "user-fr iendly" if Appendix A includes an example of the 
app lication of the ED's acceptance provision (amended, as suggested above) in such a 
situation.
• vendor-specific objective evidence of fair value for a specified upgrade/enhancement 
( ¶  35)
Consider a situation where an arrangement includes the obligation to deliver an upgrade 
right for a specified upgrade/enhancement still under development. The vendor's pricing 
committee has decided to provide the upgrade/enhancement (if developed) to all existing 
and future PCS users as part of the standard PCS arrangement. In this situation, we 
believe that the price should be deemed $0, and no revenue need be deferred pursuant to ¶ 
35 so long as the customer is obligated to subscribe to PCS to maintain th e upgrade right, 
and circumstances exist to allow for th e deferral of "bundled" PCS arrangements. We 
reach this conclusion on th e basis th at the revenue allocated to PCS already incorporates 
the fa ir value of the specified upgrade/enhancement. We believe this conclusion should also 
apply to specified software products if th ose products are also going to be provided under 
standard PCS arrangements. The final SoP should be dear th at vendor-specific objective 
evidence of price may demonstrate a price of $0.
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• PCS granted to resellers (¶ 57)
PCS rights are generally granted to end-users, but can also be granted to resellers, i.e., 
resellers may be allowed to exchange existing software products for the latest 
upgrade/enhancement version of the same software product, as mentioned in ¶ 57. 
However, with respect to such PCS, there is not likely to be vendor - specific objective 
evidence of its fair value due to its uncertain term (the PCS rights would extend th rough the 
date  o f  the reseller's ''sell-through'' to th e end-user, whether that be th ree months, six 
months or one year) and the limited services provided (only upgrades/enhancements). This 
would lead to revenue only being recognizable on a "sell-through" basis.
We suggest that the final SoP allow for the measurement of the revenue allocable to the 
PCS right granted to resellers on the basis of th e probable period of "sell-through," but 
without regard to the diminished scope of PCS services being provided. For example, if it 
were probable sell-through would occur on a weighted average in three months, 25% of the 
annual PCS foe should be initially deferred and then amortized over that t hree month 
period. If the probable period of sell-through cannot be determined, or if vendor-specific 
objective evidence of the value of "typical" PCS (i.e., PCS provided to end-users) is not 
available, all revenue should be deferred until ''sell-through."
Subscription accounting (¶s 47-49)
The final SoP ought to clarify that subscription accounting is not available in connection 
with arrangements with resellers. To apply subscription accounting to that class of 
customer effectively would allow for exchange accounting to be applied to resellers - which 
the ED precludes. This would result, for example, if one of the new products developed 
during the  subscription period were to be a current software product that will now operate 
on a different operating system, i.e., a platform transfer. ¶ 53 of the ED precludes 
immediate revenue recognition when resellers are provided platform transfer rights.
Transition (¶ 93)
As the ED observes in ¶ 135, AcSEC does not believe the changes required to adopt the ED 
are as significant as those that were required to adopt SoP 91-1. We agree. However, for 
many vendors considerable effo rt will be required in order to measure the cumulative eff ect. 
For example, for those arrangements where service elements were deemed insignificant 
under SoP 91-1 and resulted in cost accrual and which are in process at the final SoP's 
effective date (for example, installation and training services), the vendor will have to 
obtain vendor-specific directive evidence of the fa ir value of the service (or, if not 
available, the inventoriable costs related to the service already provided through the 
effective date). Other examples would include situations where unbundling under SoP 91-1 
(e.g., for PCS) was not based on vendor-specific objective evidence that satisfies the ED's 
rigorous criteria. Vendors encountering those situations will have to determine the amount 
of revenue previously recognized that must now be deferred; the cumulative eff ect will
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represent the reversal of that revenue. This may involve considerable cost, and result in 
confusion to financial statement users as th e previously-reported revenue is "recycled" 
subsequent to adoption of the final SoP.
We do not believe the advantages of cumulative effect adoption outweigh the disadvantages 
of prospective adoption. Consequently, we believe the final ED should be applied only to 
arrangements entered into subsequent to the date of adoption.
• Lease of software that includes property (¶ 3)
Consider a situation where vendor-specific objective evidence of the fair value of software 
bundled in an operating lease of hardware (whe re such software is not incidental to the 
hardware) is not available nor is it expected to ever be available inasmuch as the software 
is never intended to be sold unbundled from th e hardware. It is not dear from the ED 
whether the entire arrangement should be accounted for as an operating lease or, because 
the criteria for recognition of whatever revenue might be attributable to the software is not 
satisfied, all revenue should be deferred until the end of the arrangement. We believe the 
appropriate accounting should be th e former. The final SoP ought to clarify this matter.
The SoP includes no specific disclosure requirements. While we understand that standard- 
setters and preparers are particularly sensitive to creating additional disclosure obligations, 
we believe that certain of the specialized requirements of the ED lead to the need for 
disclosures in certain situations in order for financial statement users to reasonably 
understand reported financial position and results of operations.
We believe the final SoP should require disclosure of the accounting policy with respect to 
w hether revenue recognition for software products occurs on delivery or on customer 
acceptance.
We also believe disclosures should be required in the final SoP in the following 
circumstances:
1) Disclose the amount of fu ture revenue with respect to arrangements where software has 
been delivered but the lack of vendor-specific objective evidence of the fa ir value of 
undelivered elements precludes the current recognition of any revenue from the 
arrangement.
2) Disclose the amount of revenue being recognized pursuant to the ED's subscription 
accounting provisions, and the portion thereof expected to be recognized as revenue in 
the ensuing year.
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Software revenue recognition is an issue that has caused restatements by SEC registrants to 
correct errors in the application of GAAP. This anecdotal evidence suggests this is an area of 
high audit risk. That is hardly surprising given the complexity of the area, as demonstrated by 
the matters described in the opening paragraphs of this letter. We believe the AICPA should 
consider providing formal auditing guidance for those involved in the software industry. 
However, we do not believe issuance of a final SoP addressing accounting matters should be 
delayed pending the development of audit guidance.
We would be pleased to respond to any questions you might have regarding our comments. 
Please contact H. John Dirks (415) 393-8735.
Very truly yours,  
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Eaton Corporation Ro n ald  L  . Leach
Eaton Center Vice President-
Cleveland, OH 44114-2584 Accounting
216/523-4605  
Fax 216/479-7163
October 10, 1996
Mr. Richard Stuart
Technical Manager
Accounting Standards Division
American Institute o f Certified Public Accountants
1211 Avenue o f the Americas
New York, NY 10036-8775
RE: File Reference No. 2354
Dear Mr. Stuart:
We have reviewed the Exposure Draft o f the proposed Statement o f Position, Software 
Revenue R ecognition, and appreciate the opportunity to  present our views for your 
consideration. We commend the Accounting Standards Executive Committee in attempting to 
provide guidance related to several issues not addressed in and to  clarify ambiguities in existing 
literature. While our views indicate overall support for the proposal, we do express concern 
over some o f the provisions included in the document.
According to  paragraph 7, persuasive evidence that an arrangement exists (e.g., signed 
contract, purchase authorization) must be met prior to  revenue recognition. Paragraph 14 
states that if the vendor has a customary business practice o f utilizing written contracts, 
evidence o f the arrangement is provided only  by a contract signed by both parties. Therefore, 
absent the signed contract, the vendor should not recognize revenue even if the software was 
delivered and payment was made. The requirement in paragraph 14 is too strict and should be 
changed to  merely obtaining 'persuasive evidence' o f an agreement as stated in paragraph 7.
Revenue recognition for multiple-element software arrangements is based on an allocation o f 
the total arrangement fee among the individual elements based on vendor-specific objective 
evidence o f fair value as described in paragraphs 33 through 74. I f  sufficient vendor-specific 
objective evidence does not exist, paragraph 10 requires that all revenue fr om the
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arrangement be deferred until the evidence exists, or until all elements have been delivered.
This requirement could have a significant impact on income if revenue is recognized in different 
periods for the elements.
I f  a discount is offered on a multiple-element arrangement, paragraph 40 requires that the 
proportional amount o f the discount be applied to  the elements based on each element's fair 
value without regard to the discount. Thus, a vendor would determine the total list price o f the 
elements and compare total list price to  the total amount o f the arrangement fee to  determine 
the discount on the total arrangement. This discount rate is then applied to  the list prices o f 
each element included in the arrangement to  determine each element's allocation. Under this 
allocation method, a vendor’s list price would represent vendor-specific objective evidence o f 
the relative fair value o f the arrangement.
However, this allocation method is not followed for specific upgrades. Instead, paragraph 36 
requires that the arrangement fee for specific upgrades to  be allocated based on the price that 
would be charged to  existing users o f the software that is being upgraded. In contrast to the 
use o f list price, a vendor's internal price quotation list that is used in determining the price 
quotation to  a customer may not be considered suff ic ient to  meet the vendor-specific objective 
evidence o f fair value criteria because o f the variance in pricing fr om customer to  customer.
We believe that such quotations reflect the fa i r  value o f the elements and the price at which 
such elements would have been sold separately to the customer.
Vendors will need to  exercise care concerning specific communications with customers as to 
the capabilities and features o f future versions o f software which will be available under 
postcontract customer support (PCS). Paragraph 35 states that the right to  receive specified 
upgrades (even on a when-and-if-available basis) under a PCS arrangement would be 
considered a separate element o f an arrangement and, as such, accounted for separately. 
However, paragraph 58 states that the right to  receive unspecified upgrades on a when-and-if- 
available basis are PCS and generally would be recognized as revenue ratably over the term o f 
the PCS arrangement. In practice, vendors often have specific discussions with customers as 
to  the features or functionality that is expected to be included in the upgrade. Accordingly, if 
such features are included in the contract (even on a when-and-if-available basis), it appears 
inconsistent to  conclude that a separate element exists in this scenario and accounted for 
differently than PCS.
Sincerely,
Ronald L. Leach 
CC. S. Koski-Grafer - Financial Executives Institute
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Ja m e s  S. L u s k , C P A  Lucent T ech n o logies Inc. 
Vice President &  Controller Room 6A - 319
600 Mountain Avenue 
Murry  Hill N J 079 74
T elep ho ne 908 582 8 660 
Facsim i l e  908 582 2161
October 9, 1996
American Institute o f Certified Public Accountants
Accounting Standards, File 2354
1211 Avenue o f the Americas
New York, NY 10036-8775
Attention: Mr. Richard Stuart
Technical Manager
Re: Softw are Revenue Recognition
Dear Mr. Stuart:
Lucent Technologies Inc. (Lucent) is pleased to submit its comments on the AICPA 's 
Proposed Statement o f Position entitled Softw are Revenue Recognition  (Exposure Draft). 
Lucent is one o f the w orld's leading designers, developers and manufacturers of 
telecommunications systems, software and products. Lucent had total assets o f 
approximately $20 billion as o f December 3 1 , 1995 and total revenues o f $21.4 billion 
for the year then ended. During April 1996, stock o f Lucent Technologies was offered to 
the public in the largest initial public offering in US history.
On an overall basis. Lucent agrees with the fu n damental objective o f the Exposure Draft, 
which is to establish uniform accounting rules for the recognition o f revenue on software 
transactions. In principle, this should resolve certain measurement and recognition 
questions which have arisen since the issuance o f SOP 91-1, Softw are Revenue 
Recognition. We believe that in an attempt to remedy past practices, the AICPA has 
taken an overly conservative stance on the software revenue recognition issue. The result 
is an accounting standard that appears to be inconsistent with the matching principle in 
some instances. Paragraph 9 is a good example, as it would penalize those companies 
which serve customers who prefer to buy the software and services as a bundled package 
by requiring them to defer all o f the revenue if  certain criteria could not be met.
Accordingly, we believe that certain requirements o f the Exposure Draft should either be 
modified or not included in the final SOP.
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Based upon our review of the proposed SOP, we would like to offer the following
comments/suggestions for consideration:
1) We agree that the component prices of multiple element contracts need to be allocated 
to each of the significant components in a clear and rational manner as dictated by the 
Exposure Draft; however, paragraph 9 of the Exposure Draft requires the use of 
vendor-specific objective evidence of fair value assuming the elements are or will be 
sold separately. We are troubled by the underlying assumption that all software 
companies can and do market all of their products and services separately. There are 
some software companies which actively bundle their products and services in order 
to effectively meet customer demands. By the very nature of their product offerings 
combined with customer expectations, these companies may not be able to comply 
with the vendor-specific objective evidence criteria as stated in the Exposure Draft.
The Exposure Draft requires that all revenue be deferred “until all elements of the 
arrangement have been delivered” if vendor-specific objective evidence is not 
available for each individual element. As a result, the bulk of the costs which were 
incurred to develop the software will have already been expensed or will be in the 
process of being expensed while the revenue generated fr om the transaction will not 
be recognized until all of the elements of the arrangement are delivered. This would 
appear to be a departure from the basic matching principle and the results could be 
very misleading. In addition, we believe that the lack of vendor-specific objective 
evidence of fair value, as specified in the Exposure Draft, should not in and of itself 
justify the deferral of revenue. It does not seem practical that all of the criteria to 
recognize revenue may be met for the most significant elements (arrangement, 
delivery, collectibility, and fixed fee), yet all of the revenue would still have to be 
deferred solely because the market conditions require that the products be sold in 
bundled packages.
Consider, for example, a customer making a major capital expenditure for software 
and hardware (for which the software is not incidental). The customer might consider 
services such as consulting or training to be incidental to the purchase even though 
these services could conceivably compose between 1% and 15% of the total revenue. 
However, the customer would not be interested in purchasing these items separately 
as they would clearly not be viable stand-alone products. As a result of the 
application of paragraph 9, the company would be forced to defer 100% of the 
revenue until 100% of the services were performed.
2
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We believe that the Exposure Draft should be amended to require that a company’s 
management utilize the underlying pricing and costing information related to the 
negotiated bundled price. The underlying information would represent the relative 
fair values o f the various elements. This will allow for an allocation o f the revenue 
for multiple element arrangements (e.g. such as those which also include specified 
upgrades and post contract support) where the customer-driven industry practice is to 
sell bundled packages. We believe that this method o f allocating the underlying 
pricing and costing information to the multiple elements o f a contract would be 
accurate and reasonable and would also result in a better matching o f revenue and 
related expenses.
If  the use o f underlying information is rejected as an acceptable means to support fair 
value, we feel that a more reasonable approach should be adopted. At a minimum, 
consideration should be given to allowing the total revenue to be recognized evenly 
over the term o f the arrangement as opposed to deferral o f 100% until the end o f the 
arrangement. Since the Exposure Draft already reflects similar approaches for 
subscriptions and post contract support, we feel that it would be more reasonable and 
reflective o f the matching principle to recognize the revenue in this manner if  the 
vendor specific objective evidence requirement o f paragraph 9 is not modified.
2) When discussing software/service arrangements, the Exposure Draft describes 
services (paragraph 64 o f the Exposure Draft) as “includes training, installation, or 
consulting.” The Exposure Draft then requires that certain criteria be met in order to 
account for a software/service arrangement as two separate transactions; otherwise it 
must be accounted for under contract accounting. One o f those criterion states that 
“services must not be essential to the functionality o f any other element o f the 
transaction.” However, by definition, it would seem that installation would be an 
essential necessity to the functionality o f any bundled software/service arrangement. 
As a result, any time that installation is an element o f a software/service arrangement, 
a literal reading o f the Exposure Draft indicates that the arrangement could not be 
treated as two separate transactions; it appears that it must be accounted for in 
accordance with contract accounting. Th e AICPA should consider further 
clarification o f this possible inconsistency.
3) The Exposure Draft does not appear to address how the term “incidental” should be 
defined as it is used in paragraph 2. Such a definition should be included to give 
guidance to companies which fall into those segments o f the software industry where 
software is sold in conjunction with manufactured hardware.
4) The Exposure Draft does not appear to distinguish between post contract support and 
warranty support. It seems that in certain instances, a warranty may include post 
contract support and in others it may not. Additional clarification should be given in
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this area, especially since this will become more of an issue as vendors begin to 
consider when-and-if-available items as part of post contract support.
5) The Exposure Draft discusses various types of when-and-if-available contracts, 
including specified and unspecified upgrades, as well as the way in which these 
contracts are accounted. The Exposure Draft is very complex and not easily 
understood. We suggest that the accounting for these types of contracts be clarified.
In summary, we agree that there is a need to establish uniformity with regards to financial 
reporting of software revenue transactions. However, we believe that there are certain 
aspects of the Exposure Draft which would result in misleading information that does not 
follow the economics of the event. We want to reiterate that the paragraph 9 
requirements do not result in fair and equitable revenue recognition in all instances.
We appreciate your consideration of the points discussed in this comment letter. If you 
would like clarification of any points referred to in this letter, please feel free to call me at 
(908) 582-8560 or Joseph Yospe at (908) 559-8094.
Thank you for your consideration of our comments.
James S. Lusk 
V ice President & Controller
14
Sincerely,
4
Mr. Richard S t u a r t , Technical Manager 
Accounting Standards ,File 2354 
AICPA
1211 Avenue of the Americas 
New York, New York 10036-8775
Dear Mr. Stuart:
This letter is to provide comments to you on the exposure draft 
of the Proposed Statement of Position "Software Revenue 
Recognition". These comments are furnished as a result of the 
deliberations of our committee, the Accounting and Auditing 
Procedures Committee of the Virginia Society of CPA's ( V S C P A ) .
The committee met on Friday, October 4, 1996 where we this 
document as well as other exposure drafts.
The Committee would like to suggest that the final document 
contain information on the suggested disclosures to be made to 
describe to the reader of the financial statements the accounting 
policies used in recognizing revenue for software sales. Also, 
whether there should be disclosure of the uncertainties that 
exist which would effect the ultimate amount of revenue that will 
be realized. It appears that this area seems to fall under the 
uncertainties envisioned under SOP 94-6.
Thank you for your consideration of these comments; if you have 
any questions or would like to discuss them further, please call 
me at 703-560-9455.
October 8, 1996
Very Truly Yours
  
Morris E . Levy 
Chairman,
Accounting & 
Auditing Procedures 
Committee 
V S CPA
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October 11, 1996
Mr. Richard Stuart, Technical Manager 
Accounting Standards, File 2354
American Institute of Certified Public Accountants 
1211 Avenue of the Americas 
New York, N Y  10036-8775
RE: Comments on Proposed SOP, Software Revenue Recognition
Dear Mr. Stuart:
Please consider the following comments in your deliberations as 
to this Proposed SOP. It is my privilege to offer them to you 
and the Committee.
Paragraph 7
The threshold for collectibility is usually stated as "reasonsibly 
assured"; does A c S E C  conclude that "probable" is the equal?
Paragraphs 8-9
These paragraphs wer e  extremely confusing to me, yet they are 
also very imp o r t a n t  throughout the pronouncement.
Paragraph 6 seems to say that if you have software plus 
significant modifications (etc.), use contract accounting. 
Contract accounting generally means as a package. Let me denote 
these as: (So) + (SM)
Paragraph 7 seems to say that if you have software plus 
insignificant modifications (etc.), use product accounting.
Later the SOP indicates that product accounting means element-by- 
element. Let m e  denote these as: (So) + (IM)
Paragraph 8 speaks of elements but appears to disregard the 
separates discussed in paragraphs 6 and 7. Nev e r t h e l e s s , my 
understanding w o u l d  be that if an agreement calls for, say (Sol)
+ (IMl) and (So2) + (IM2), we would have four elements (not two: 
1 's and 2's). Is this correct?
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Paragraph 8 also seems to cloud paragraph 6. Continuing with my 
example, should paragraph 6 be applied twice: once to the 1 's and 
again to the 2's; or once: to (So1 + S o 2 ) and (IM1 + I M 2 ) ?
Paragraph 9 could be read to mean that m y  (So) + (SM) doesn't 
involve elements, or it could mean that paragraph 9 applies when 
both "elements" exist and paragraph 7 is applicable.
Paragraph 10
Editorial: PCS should be bold as this is its first use (and it 
is impo r t a n t  throughout the pronou n c e m e n t ) .
Paragraph 20
Editorial: I suggest that the last few words read, " ... 
delivery is made to that other site."
Paragraph 21
Editorial: label paragraph "Vendor Agents" rather than Delivery 
A g e n t s .
Paragraph 24
Editorial: simp l y  say that the provisions of SFAS No. 48 apply; 
listing only (a) and (b) could be read to mean only those two 
provisions apply.
Paragraph 27
Editorial: I suggest the following wording, "... (assuming the 
other conditions for recognition are s a t isfied)." This is more 
inclusive than only paragraph 11.
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Paragraph 32
"Funding clauses" pertain to the issue of collectibility rather 
than delivery (as the location of this paragraph, within 
paragraphs 24-32, implies). Thus, revenue recognition isn't 
precluded, but rather revenue recognition is precluded based on 
delivery. In such cases collection-based methods usually apply 
(e.g., the installment method). Waiting for resolution of the 
contingency is, in my opinion, too restrictive. When resolution 
occurs, such methods have established procedures to handle the 
resolution.
Paragraph 35
The final SOP should specifically identify where PSCs are 
discussed, rather than use the general language now in this 
p a r a g r a p h .
It would be helpful if sentence 4 began: “The upgrade right 
should be accounte d  for as a separate element in accordance with
Paragraph 37
Deferring revenue recognition for all other elements in an 
multiple arrangement (many of which may have otherwise satisfied 
their recognition conditions) because one element in the bundle 
could not be fair valued, seems too conservative for what I would 
believe to be most cases. This is like stopping all traffic on a 
freeway because one car is broken down.
Paragraph 38
Do you mea n  to say that such products may be addressed in either 
stand-alone agreement, be part of a PSC agreement, or be part of 
an original multiple-element software arrangement?
Are you then saying that regardless of the type of contract 
agreement used, these products should be accounted for anew under 
the SOP (and not as an element)?
Paragraph 40
I thought that this issue was resolved in paragraphs 9-10. Does 
this paragraph imp l y  there is something new or different?
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Paragraph 50
Is  the purpose o f th is  paragraph to  e la b o ra te  on paragraph 24? 
Paragraph 59
See my comments about paragraph 3 7 . I t  i s  the same issu e  o f  
e x c e ssiv e  con servatism , however now i t  i s  PSC rath er than an 
u p g ra d e -r ig h t.
Paragraphs 65 -  66
See my comments about paragraphs 8 and 9 .
In paragraph 65 fo r  in sta n c e , I  am confused because i t  says that  
when the se r v ic e  “elem ent" does not q u a lify  as a separate  se rv ice  
tra n sa c tio n , co n tra ct accounting must be a p p lie d . A r e n 't  
"e lem en ts" by d e f in it io n  separate?
And in  paragraph 6 , when m o d ific a tio n s  (mainly in v o lv in g  se rv ic e  
labor I  assume) are s i g n i f i c an t , co n tra ct accounting i s  used. So 
can labor be s i g n i f i c ant  but y e t  not be sep arate?
Paragraph 95
Because the issu e  i s  revenue recogn it io n , which i s  a fundamental 
accounting concept, common language a sso c ia te d  w ith revenue 
re co g n itio n  should be in corporated  in to  th is  paragraph, such a s :
Risks and rewards o f ownership 
Substance over form
Paragraph 96
This paragraph i s  h e lp fu l in  understanding paragraphs 8 - 9 ,  but 
the end o f the l a s t  sentence ( . . .  as a separate  elem ent) i s  too  
b r i e f .  And i t  c o n tra d ic ts  conventional wisdom; th a t i s ,  i f  i t s  
s ig n i f ic a n t , combine i t ;  i f  i t  i s  i n s i gn i f ic a n t , sep arate  i t .
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Paragraph 98
I presume that most content in most agreements is bargained for 
to some extent or another, and all content has some value to the 
customer. Thus, this is a weak argument.
A  similar issue was also apparent, I believe, in SFAS No. 13, 
paragraph 5e, with respect to a lease renewal period. The Board 
decided to include such renewal periods only when conditions are 
such that renewal appears reasonably assured. While I recognize 
that omission w o u l d  cause quicker revenue recognition, I urge 
AcSEC to not allow unconditional inclusion, but rather establish 
a criteria that reflects the likelihood of occurrence.
Paragraph 99
The language, "AcSEC believes that all obligations should be 
accounted f o r . ..." could be read to mean that the concept of 
materiality should be NOT applied in this situation. Perhaps 
language such as, "... all obligations shall be considered when 
accounting for . . . . " would be clearer.
Paragraphs 100 - 102
While I believe that the guidance in SFAS No. 45, paragraph 13, 
applies to cases where a contract would quote prices, I believe 
it is an insupportable leap to extend that to mean franchisor- 
specific fair values. Given SFAS No. 107 and other 
pronouncements, I suggest that the profession has ample guidance 
about determining fair value and AcSEC should not attempt to r e ­
create this wheel. Nevertheless, if AcSEC has specific concerns 
that should be considered when determining fair value (for 
example, b a sed on practice questions), they should be set forth. 
For instance, the example given of using industry average seems 
too general to be used for accounting purposes.
The requirement that "it must be probable that the established 
price will not change ..." is, in m y  view, unrealistic. The 
profession regularly allows reasonable estimates to be used, what 
is different here? In addition, I cannot point to a common cases 
where the results of future events are not allowed to be 
reflected in the accounts; in fact, reflection is usually 
required. What is different here?
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Paragraph 103
I believe that a similar “critical-piece" question arises in SFAS 
No. 86 and is nicely addressed in paragraph 38. AcSEC may wish 
to refer to that to support their position.
Editorial: I w o u l d  suggest the following type of wording, ". 
shall not be recognized until the last essential element is 
delivered."
Paragraph 104
Based on SFAS No. 66, I believe there are three required tests 
for immediate revenue recognition: (1) consummation, (2) 
reasonable assurance as to collectibility, and (3) no substantial 
continuing involvement b y  the seller. Tests 3 consists of two 
subtests: (3a) the earnings process is virtually complete, and 
(3b) the risks and rewards of ownerships have bee n  transferred.
First, let me say that because of the large number of revenue 
recognition errors noted in the press, I believe that all 
pronouncements on revenue recognition should use the same 
language, in the same way, in order to assist preparers in 
understanding what the rules are. I urge AcSEC to use such 
standardized phrases whenever possible in the final 
p r o n o u n c e m e n t .
Given the preceding paragraph, matters such as forfeiture and 
refund, are primarily related to test 1 (consummation) rather 
than to 3a (the earnings process ....). For example, when a 
refund may occur, a sale for accounting purposed has not 
occurred; the earnings process has not even started. Test 3a has 
to do primarily with the s e l l e r 's incomplete performance. 
Accordingly, please change the first sentence to read somewhat as 
follows: "AcSEC believes that consummation with respect to 
delivered products has not occurred if the fees for those 
products are subject to forfeiture, ...."
The phrase “persuasive evidence" is uncommon, and therefore 
likely to be interpreted in different ways. M y  first reaction is 
that this w o uld have a 51% threshold, similar to “more likely 
than not." SFAS No. 66, paragraph 45a, nicely describes its 
refund position; I w o uld add that "seller's policy" per 45a would 
also include seller's practices.
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Paragraph 105
The purpose of this paragraph is not apparent until paragraph 106 
is read.
Paragraph 107
The guidance given at end of the paragraph imp l i e s  the 
installment method. If this is the intention, that description 
should be used. Perhaps more importantly, I w ould suggest that 
any generally accepted accounting method designed to address 
collectibility concerns be allowed (and not solely the 
installment method).
Paragraph 110
Perhaps the following language would be clearer for the first 
s e n t e n c e :
Often, multiple products arrangements are sold at a price 
that is less than the sum of the separate prices for each 
product.
"List prices" normally mean printed prices; is that meaning 
intended or is "actual prices" or “current prices" closer to your 
intent?
The use of "list prices" would not necessarily produce 
understated revenue for the delivered items as only a percentage 
is needed.
Perhaps the following language would be clearer for the last 
sente n c e :
Accordingly, AcSEC concluded that the amount of revenue to 
be allocated to the products on an arrangement shall be on a 
relative basis where the denominator is the sum  of the 
separate current actual prices.
Paragraph 116
"PCS arrangement" sounds like it is a separate arrangement. 
Couldn't it a provision in a larger arrangement (contract)?
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Paragraph 117
As to the phrase, "Accordingly ... the total arrangement fee 
generally should be recognized ratably over the p eriod of the PSC 
arrangement", "ratably" may be interpreted to mean on a straight- 
line basis as discussed in paragraph 116 and which is also 
imp l i e d  in the last sentence of paragraph 124.
Paragraph 126
E d i t o r i a l : ... provided the use of output measures results in 
the fairest determination of the progress-to-completion.
Paragraph 127
An additional editorial change suggested is that the word 
"method" be associated with the phrase "cost-to-cost" as it is in 
SOP 81-1 (e.g., paragraph 41 thereof).
While m y  comments are of almost every type (editorials, open- 
questions, personal views, etc.), I hope all of them are helpful 
to you in your work. Should you need to contact me telephone 
number is (712) 279-5562.
Yours t r u l y ,
William H. Bennett 
Assistant Professor of Accounting
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Wilton, Connecticut 06897-0820
October 1 5 , 1996
Mr. Richard Stuart
Technical Manager
Accounting Standards Division
American Institute o f Certified Public Accountants
1211 Avenue o f the Americas
New York, NY 10036-8775
File Reference 2354 
Softw are Revenue Recognition
Dear Mr. Stuart:
We are pleased to comment on the AICPA’s Exposure Draft o f a Proposed Statement o f 
Position, S o ftw a re R evenue R ecogn ition  (“Exposure Draft”). We support the issuance o f 
the Exposure Draft as a final Statement o f Position (“SOP”). However, we recommend 
further clarification to the scope as discussed below and certain other clarifications and 
modifications as discussed in the Appendix to this letter.
Paragraph 2 o f the Exposure Draft states that it does not apply to revenue earned on 
products and services containing software that is “incidental” to the product or services as 
a whole. However, the term “incidental” is not defined. Although software is 
increasingly included in more and more products and services, participation in the 
development o f this SOP has focused primarily on the software industry. Thus, it would 
not be surprising if  companies in other industries that market software as part o f their 
products and services have concluded that the SOP is not intended to apply to them and 
have, therefore, not considered the potential effects o f this SOP on their businesses and 
accounting practices.
AcSEC should clarify the intended scope o f this SOP. If  the SOP is intended to apply 
broadly, AcSEC should explore its implications for companies in industries other than the 
software industry and should involve those companies to the extent necessary in 
developing the final SOP.
Deloitte  Touche 
Tohmatsu 
lnt e rnational
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Mr. Richard Stuart
American Institute o f Certified Public Accountants 
October 1 5 , 1996 
Page 2
If  you have any questions or if  we can be o f further assistance, please contact Naomi 
Erickson at (203) 761-3138 or Val Bitton at (203) 761-3128.
Yours truly,
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APPENDIX
D ELO ITTE & TO UCHE LLP COM M ENTS 
PROPOSED STATEM ENT O F PO SITIO N  
SOFTW ARE REVENUE RECO G N ITIO N
B a s ic  P r in c ip le s
Paragraph 11 o f the Exposure Draft states that the delivery of an element is considered 
not to have occurred if  there are undelivered elements that are essential to the 
functionality o f the delivered element, because the customer would not have fu ll use o f 
the delivered element. The final SOP should clarify that this criterion does not apply to 
elements covered by contracts with other vendors. For example, if  the customer is 
purchasing hardware fr om another vendor, this criterion should apply only if  the software 
vendor’s fee is subject to forfeiture, refund, or other concession in the event the hardware 
is not delivered.
Paragraph 12 o f the Exposure Draft indicates that no portion o f an arrangement fee meets 
the criterion o f collectibility if  the portion o f the fee attributable to delivered elements is 
“subject to forfeiture, refund, or other concession.” This criterion should apply to single­
element arrangements as well as multiple-element arrangements. That is, revenue should 
not be recognized whenever the fee is subject to future concessions.
V en d o r-S p ec ific  E v id en ce  o f  F a ir  V alu e
Paragraph 9 o f the Exposure Draft requires that fair value be limited to the price charged 
when the same element is sold separately or, if  not yet sold separately, the price 
established by management having the relevant authority, provided that it is probable that 
once established, the price will not change before introduction o f the element into the 
marketplace.
Given the potential variability in prices o f elements that are sold separately, the final SOP 
should provide examples o f relevant separate prices. For example, more recent prices 
should be more relevant. Also, a single transaction or ju st a few transactions may not be 
representative o f the fair value o f the element when it is sold separately. In addition, the 
price should consider the type o f arrangements -  for example, different levels o f 
anticipated usage might result in different prices for the same element.
E x te n d e d  P a y m e n t T erm s
When there are extended payment terms, the third criterion in the example in paragraph 
26 would seem to preclude revenue recognition unless all the criteria for recognition have 
been met and the vendor has successfully enforced payment terms without making 
additional concessions. This would appear to require that a vendor have a history o f 
customers that refused to pay and that the vendor successfully enforced payment in those 
circumstances. We recommend that the final SOP require revenue recognition if  the 
criteria for recognition have been met unless there is negative history. That is, with 
respect to extended payment terms, the final SOP should require that there be no pattern 
o f concessions.
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The last sentence o f paragraph 26 states that if  all other conditions for revenue 
recognition have been satisfied and the criteria specified in the example in paragraph 26 
are met, a vendor “may” consider the fees to be fixed and determinable and “may” 
recognize revenue upon delivery o f the software. We suggest changing “may” to 
“should.”
The example in paragraph 107 describes a change fr om normal payment terms o f ninety 
days to annual payments over the next three years. This is a substantial change in 
payment terms. It may be helpful to consider in an example whether recognition as each 
payment becomes due would be warranted if  the payment terms were normally monthly 
over one year and the vendor entered into an arrangement that called for monthly 
payments over eighteen months.
C o n tra c t A c c o u n tin g
Paragraph 84 prohibits considering labor expended in developing core software that has 
been planned or is planned to be marketed to additional enterprises in measuring progress 
to completion. The final SOP should clarify that the labor expended in the development 
o f core software should be charged to expense as research and development or capitalized 
if  the software has reached technological feasibility as defined in Statement o f Financial 
Accounting Standards No. 86, A ccou n tin g  f o r  the C o sts  o f  C om pu ter S o ftw a re  to  B e Sold , 
L eased , o r  O th erw ise  M arketed.
Paragraph 70 o f the proposed SOP states in part that:
...if m ore than  m inor modifications or additions to the off-the-shelf software are 
necessary to meet the customer’s functionality, no  element o f the arrangement 
would qualify for accounting as a service, and contract accounting should be 
applied to both the software and service elements o f the arrangement. (Emphasis 
added.)
The first bullet in the Summary o f the SOP states in part that:
If  an arrangement to deliver software or a software system, either alone or 
together with other products or service, requires s ig n ifica n t production, 
modification, or customization of software, the entire arrangement should be 
accounted for in conformity with Accounting Research Bulletin No. 45...using the 
relevant guidance in SOP 81-1... u n less sp e c ifie d  c r ite r ia  f o r  se p a ra te  a cco u n tin g  
f o r  a n y  se rv ice  e lem en t a re  m et. (Emphasis added.)
(Paragraph 75 o f the SOP has similar wording.)
The proposed SOP appears to be inconsistent with respect to when ARB 45 and 
SOP 81-1 should apply (i.e., “significant” versus “more than minor”) and when the 
service may be accounted for separately. The final SOP should clearly indicate that the 
threshold for applying contract accounting is “more than minor” not “significant” and 
should require separate accounting for a service element if  the criteria in paragraph 66 are 
met.
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Paragraph 68 would require the application o f contract accounting to arrangements that 
include services but that do not meet the criteria o f paragraph 66. The final SOP should 
clarify the recognition requirements when the separate fair values o f the elements o f an 
arrangement that includes services cannot be determined. That is, should revenue on the 
arrangement (a) be deferred until the separate fair values can be determined for the 
elements or until all the elements, including services, have been delivered (paragraph 10). 
(b) be recognized as the services are performed, or (c) be recognized in conformity with 
ARB 45 and SOP 81-1. We would recommend that revenue be recognized as the services 
are performed, provided that all other criteria for recognition are met.
R e se lle r  A rra n g e m e n ts
Paragraph 28 describes the factors that should be considered in evaluating whether the 
fixed or determinable fee and collectibility criteria for revenue recognition are met but 
does not explicitly address the timing of revenue recognition in the event the criteria are 
not met. The final SOP should explicitly state that in some circumstances, revenue on 
reseller arrangements should not be recognized until all the criteria for recognition are 
met and the reseller delivers the software to the end user. Delayed recognition may be 
appropriate, for example, when a related party is involved, or when there are uncertainties 
about how the potential number o f copies to be sold by the reseller may impact the 
earnings process. In those circumstances, payments by the reseller before delivery o f the 
software to end users may not be indicative o f completion o f the earnings process if  
future concessions or refunds are possible in the event the reseller is unsuccessful in 
selling the software to end users.
F isc a l F u n d in g  C la u ses
Paragraph 32 states that “a fiscal funding clause with a customer other than a 
governmental unit creates a contingency that precludes revenue recognition until the 
requirements o f the clause and all other provisions o f this proposed SOP have been 
satisfied.” The final SOP should clarify that this provision would not apply to a fiscal 
funding clause in an arrangement between a subcontractor and a contractor when the 
contractor has the same fiscal funding clause in its arrangement with the ultimate 
customer, a governmental unit.
O th er  C o m m en ts
•  Given the extensive provisions o f this SOP, the final SOP should have a more 
detailed table o f contents and an index.
•  In the second dash in the second bullet in the summary, “such that” should be 
changed to “and”. In the fourth bullet, “rights to exchange or return software” should 
be deleted because the fair value allocation does not apply to them.
•  We suggest modifying the last sentence in paragraph 12 to clarify that an historical 
pattern would override all o f the factors listed, not just “the terms included in the 
arrangement that no concessions are required.”
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Paragraph 27 should clarify which criteria in paragraph 11 are applicable. As 
currently drafted paragraph 27 discusses arrangements in which the fee is not fixed or 
determinable but it requires recognition as payments become due, provided that the 
criteria in paragraph 11 are met. Paragraph 11 refers to paragraph 7 which requires 
that the fee be fixed and determinable.
Paragraph 49 should be clarified. The arrangement appears to meet the definition of 
PCS; however, the first sentence describes the arrangement as one in which the 
vendor is obligated to deliver upgrades/enhancements rather than required to deliver 
them only when and if  available. If  the intent is to describe an arrangement to deliver 
unspecified upgrades/enhancements on a when-and-if-available basis, we believe that 
revenue should be recognized on a straight-line basis over the term o f the 
arrangement, beginning with delivery  o f the first upgrade/enhancement.
In paragraph 52, we suggest changing “legally” to “contractually”.
Paragraph 64 describes certain software arrangements “not initially accounted for 
using contract accounting.” It may be clearer to describe these as arrangements that 
do not meet the criteria for contract accounting.
We suggest moving the section on funded software development (paragraphs 73 and 
74) into the section on contract accounting. Also, to be consistent with FASB 
Statement No. 86, we suggest adding to the last sentence o f paragraph 74 after the 
word completed, “that is, when the software is available for general release and 
capitalization has ceased.”
The Basis for Conclusions should include discussion o f AcSEC’s rationale for the 
requirements for funded software development arrangements. In addition, the Basis 
for Conclusions should include an explanation o f why a more stringent standard is 
applied to software arrangements than to other arrangements that include a fiscal 
funding clause with other than a governmental unit.
Paragraph 112 should be modified to indicate that the criteria in paragraphs 7 through 
12 are met, except for the requirement that there be vendor-specific evidence o f fair 
value.
In the penultimate sentence o f paragraph 115, it is not clear what “it” refers to.
We suggest renumbering all o f the examples sequentially, rather than by section.
* * * *
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Comment Date: October 14, 1996 
No: 800105
October 7, 1996
Richard Stuart, Technical Manager 
Accounting Standards, File 2354 
AICPA
1211 Avenue of the Americas 
New York, NY 10036-8775
Response Prepared by : Accounting and Auditing Standards Committee
Society of Louisiana CPAs 
Albert E. Roevens, Jr.
John D. Cameron 
Mary Y. Sanders 
Jim Tonglet 
Judson J. McCann, Jr.
Response Submitted by : Judson J . McCann, Jr., Member 
General Comments;
Three members indicated they did not have any experience in this area, although all members 
concurred with the proposed SOP.
Tw o members in particular commented on the usefulness of the examples and flow chart 
contained in the appendices in helping to understand the concepts contained in the SOP.
Specific Paragraphs:
7 -One member suggested referring to the paragraph(s) which provides additional guidance 
following each item listed as criteria for revenue recognition. For example "Delivery has 
occurred" should refer to paragraphs 16-23.
9 and 31 - Another member suggested for consistency and for easier reading, if the definition 
for "remote" is presented at paragraph 31, then the definition for "probable" should be 
presented at paragraph 9.
12 - A  third member pointed out that in mentioning the necessity for consideration of 
telephone support related to delivery of software when allocating an arrangement fee, the SOP 
is not specific in guidance as to how such services should be considered. Is the key factor
18
availability of s u c h  se rvice s , or th e  historical e x te n t of use of th a t p a rticu la r service?  T h e
proposed  S O P  te n d s  to  a llo w  to o  m u c h  e m p h a sis  to  be placed on sim ple availability w h e n
historical u sa ge  should  be th e  k e y fa cto r in allocating th e  re ve n u e  fro m  an a rra n g e m e n t fee.
Respectfully subm itted on behalf of the A cco u n ting  and Auditing Standards Com m ittee of the 
Society of Louisiana C P A 's .
Yours ve ry  tru ly ,
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October 11, 1996
Richard Stuart, Technical Manager 
Accounting Standards, File 2354 
American Institute of Certified Public Accountants 
1211 Avenue of the Americas 
New York, New York 10036-8775
Dear Mr. Stuart:
The Accounting Standards Committee of Maryland Association of Certified Public 
Accountants discussed the Exposure Draft of Proposed Statement of Position, S oftw are  
R even u e R eco g n itio n , at its meeting on October 2, 1996. Our committee includes 
members in education, industry, a non-profit organization, and public accounting firms.
A majority of the committee members present agreed that the Basis for 
Conclusions and the Examples of Application sections of the proposed SOP are clearly 
written, well reasoned, and supportable as GAAP. We were not able, however, to reach an 
unqualified decision on the Conclusions section of the proposed SOP, because the nature 
of the transactions discussed was often not clear to us. Perhaps our committee members 
do not have the requisite experience and familiarity with software sales arrangements to 
evaluate the proposed SOP, but we suggest the AICPA should consider whether the 
Conclusions section is written with sufficient clarity for the likely users.
We thank you for this opportunity to respond.
Sincerely,
S. Schaefer 
Committee Chairman
Edward C. Beyer 
Subcommittee Chairman
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Mr. Richard Stuart
Technical Manager
Accounting Standards Division
American Institute o f Certified Public Accountants
1211 Avenue of the Americas
New York, New York 10036-8775
Proposed Statement o f Position, 
"Software Revenue Recognition” 
(File 2354)
Dear Mr. Stuart:
We are pleased to provide comments on the above-referenced proposal. Because o f the 
diversity in current accounting and reporting practices and the complexity o f the issues 
involved, we generally support the issuance o f the proposed Statement o f  Position (SOP).
Our comments and recommendations on specific aspects o f the proposal follow: evidence 
o f an arrangement; determining fair value; differentiating between specified and 
unspecified upgrades; revenue recognition provisions for customers not expected to 
exercise an upgrade right; allocation o f discount; determining fixed fee arrangements; 
delivery; scope, and effective date.
E viden ce o f  an  A rran gem en t
Paragraph 14 o f the proposal requires a contract signed by both parties as evidence o f an 
arrangement if  a vendor has a customary business practice o f utilizing written contracts. 
Because o f the continued internationalization o f software arrangements, a software 
vendor may have different customary business practices in different countries for 
recognizing revenue (e.g., signing o f a formal contract in one country as compared to 
receipt o f a binding commitment letter from the customer several months before contract 
signing in another country). We recommend that the SOP clarify whether and how 
customary business practices can be distinguished by geographic location, product types 
or sales price ranges. We also recommend clarification as to whether full payment prior to 
contract signing could overcome the presumption that revenue should not be recognized 
until the contract is signed.
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D eterm in in g  F a ir Value
The proposal would require that the license fee for multiple element arrangements be 
allocated based on vendor-specific objective evidence o f fair value. Paragraph 9  states 
that vendor-specific objective evidence o f fair value for an element not yet being sold 
separately is limited to the price for each element established by management having the 
relevant authority. The SOP further states that it must be p ro b a b le  that the price, once 
established, will not change before introduction o f the element into the marketplace. 
Paragraph 102 adds that internally established prices should be factual and not estimates.
Our concern with this probability criterion is that it requires an assessment o f future 
events that are to a great extent purely discretionary. Unpredictable events can occur in 
the future that could result in management changing the price o f a product. Instead of 
“probable,” we recommend that the SOP’s criterion be based on management’s intent 
taking into account all information (including past experience) known at the time the 
financial statements are issued. I f  AcSEC retains a "'probable” test, consideration should 
be given to how a determination o f “probable” would be audited.
S p ec ified  vs. U n specified  U pgrades
Under the proposal, a software vendor may agree to deliver software currently and 
provide the customer with an upgrade right to a specified upgrade/enhancement. The SOP 
notes that such right may be evidenced by a “specific agreement, commitment or the 
vendor’s established practice.” Footnote 7 indicates that, “a vendor may offer an upgrade 
right related to a specific upgrade/enhancement to be delivered in the future that the user 
would otherwise be entitled to on an unspecified basis.” I f  the upgrade right is specified, 
revenue would be recognized when the upgrade is delivered based on an allocation o f the 
total software licensing fee to the specified upgrade right based on vendor-specific 
objective evidence o f fair value. Alternatively, if  the upgrade right is unspecified, revenue 
would be recognized ratably (i.e., as postcontract customer support). Given the significant 
difference in accounting, the distinction is critical.
We believe it will be difficult to objectively distinguish between a specified and 
unspecified upgrade in many situations given the wording in the proposal. We believe 
further clarification is necessary. For example, if  the customer is effectively promised a 
particular upgrade/enhancement in the written agreement or related materials (including 
marketing materials) which identify an upcoming, new and better version, then the 
upgrade right would be specified. On the other hand, the proposal should be clear that 
general discussions about the possible features or functionality o f future versions or 
soliciting input from customers about the types o f features and functionality to enhance 
future versions, are unspecified upgrades. This is a complex area and the SOP would be
 Er n st  & YOUNG LLP
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clearer if examples were included that illustrated the differences between specified and 
unspecified upgrade rights.
S p ec ified  U pgrades N o t E x p ec ted  To be D e liv e re d  To C erta in  C u stom ers
Paragraph 36 states that, “if sufficient vendor-specific evidence exists to reasonably 
estimate the percentage of customers that are not expected to exercise an upgrade right, 
the fee allocated to the upgrade right should be revised to reflect that percentage.” 
However, paragraph 83(b) of Statement of Financial Accounting Concepts No. 5, 
R ecogn ition  a n d  M easurem en t in F in an cia l S ta tem en ts o f  B u sin ess E n terprises, states 
that, “revenues are not recognized until earned...and revenues are considered to have 
been earned when the entity has substantially accomplished what it must do to be entitled 
to the benefits represented by the revenues.” The proposal would seem to have the 
software vendor recognize revenue before the earnings process has been completed. We 
recommend that AcSEC reconsider whether this is appropriate because the decision as to 
whether to exercise the upgrade right is not under the control of management and is based 
on future events. In addition, if this provision is retained in a final SOP, AcSEC should 
consider whether the portion of the allocated upgrade fee (for those customers not 
expecting to exercise the upgrade right), receive a proportionate allocation of any 
discount (see below).
A llo ca tio n  o f  D iscou n t
Paragraph 36 indicates that, “if a multiple-element software arrangement includes an 
upgrade right, the license fee should be allocated between the elements based on vendor - 
specific objective evidence of fair value. The fee allocated to the upgrade right is the 
price for the upgrade/enhancement that would be charged to existing users of the software 
product being updated.” Paragraph 40 indicates that if a discount is offered on a multiple- 
product arrangement, the proportionate amount of that discount should be applied to each 
product included in the arrangement based on each product’s fair value without regard to 
the discount. However, it is unclear how the discount should be applied to multiple 
element arrangements that include several software products, an upgrade right, and any 
other elements, such as PCS. Furthermore, it is also unclear how to apply the discount 
allocation provisions at the inception of an arrangement if a single “product” is sold and 
the arrangement also includes upgrade rights and PCS. We recommend that the proposal 
be clarified and examples be included regarding the application of a discount in a 
multiple element arrangement.
F ixed  f e e  arran gem en ts
Paragraph 26 states that, “a software licensing fee should be presumed not to be fixed or 
determinable if payment of a significant portion of the licensing fee is not due until after
20
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expiration o f the license or more than twelve months after delivery.” We recommend that 
AcSEC consider whether additional guidance should be provided as to what represents a 
“significant” portion.
In addition, the SOP includes an exam ple  o f a vendor that, “may have a business practice 
o f using installment contracts and an extended history o f entering into contracts with 
terms in excess o f twelve months and successfully enforcing payment terms without 
making additional concessions. Such a vendor may consider such fees fixed or 
determinable and may recognize revenue upon delivery o f the software, provided all other 
conditions for revenue recognition in this proposed SOP have been satisfied.” Because 
this is an exam ple, it suggests that other facts and circumstances could overcome the 
presumption and one that intuitively comes to mind is a sale to a customer that has 
minimal credit risk. However, paragraph 107 suggests that the sole reason for the 
aforementioned presumption is based on technological obsolescence and not credit risk. If 
this is the case, this should be clearly stated in the conclusion section o f the SOP and 
AcSEC should consider whether there are other examples that may overcome the 
presumption.
D elive ry
Paragraphs 16 through 23 o f the proposal do not address the applicability o f electronic 
delivery o f software products. Although this is just recently becoming a viable delivery 
alternative, electronic delivery o f software products is expected to be commonplace in the 
future. We believe that in such circumstances delivery should be considered to have 
occurred if  the software product is made available on a secure server for customer access 
(download) at the customer’s convenience and the customer has received (via facsimile or 
electronic mail) the access codes required to download the software. Consideration 
should be given to adding this to the final SOP.
S cope
Paragraph 2 o f the proposal states that the SOP, “does not apply, however, to revenue 
earned on products or services containing software that is incidental to the products or 
services as a whole.” The term “incidental,” which is not defined in the SOP, may 
become harder to apply because in today’s rapidly evolving technology environment, 
software is being used more and more in various products and services. While it is easy to 
conclude that software is incidental in the sale o f an automobile, for many other products 
making the distinction is much more difficult. For example, a card reader (typically found 
at subway stations), where the holder passes the prepaid card through a device that 
charges the holder’s account balance for the cost o f a subway fare, is a hardware device. 
However, the most important element o f the card reader is software. Is the sale o f the card
 Er n st  & Yo u n g  llp
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readers subject to the SOP? We recommend that AcSEC consider providing additional 
guidance to clarify this aspect the scope of the SOP.
E ffective D a te
Given the potential timing of a final SOP, we believe that the proposed effective date 
(fiscal years beginning after December 15, 1996) is unrealistic. We recommend delaying 
the effective date to at least fiscal years beginning after December 15, 1997 to give 
companies sufficient time to evaluate the requirements of the SOP and formulate plans 
for implementation.
O th er C om m ents
The proposed SOP does not provide a user friendly summary of the changes from SOP 
91-1. We recommend that an appendix be included in the SOP highlighting the 
differences between the final SOP and SOP 91-1, some of which are subtle. This will 
enable users to gain a better understanding of the impact of the SOP and assist preparers 
in adopting the new requirements. In addition, AcSEC should carefully evaluate preparer 
input to assess the operationality of the basic fair value model for allocating revenue in 
the proposal. Based on preparer input received, consideration should be given to some 
type of field testing of the proposal before finalizing the SOP.
We appreciate the opportunity to present our views on the proposal and would be pleased 
to discuss our letter with AcSEC or the AICPA staff at your convenience.
Very truly yours.
20
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Softw are
Publishers
Association
Mr. Richard Stuart, Technical Manager 
Accounting Standards, File 2354 
American Institute of Certified Public Accountants 
1211 Avenue of the Americas 
New York, NY 10036-8775
Re: Exposure Draft on Software Revenue Recognition 
Dear Mr. Stuart:
The Software Publishers Association (SPA) is the principal trade 
association of the personal computer software industry, with membership of 
more than 1,200 companies, representing 90 percent of U.S. software 
publishers. SPA members sold more than $30 billion of software in 1995.
SPA has been following your Software Revenue Recognition project 
for several years, and has participated in task force meetings. We appreciate 
the opportunity to comment on the AICPA's Exposure Draft of the Proposed 
Statement of Position: "Software Revenue Recognition" (Exposure Draft). 
Generally, we support the basic approach presented in the Exposure Draft. It 
represents an improvement over the approach taken in SOP 91-1. The 
standards proposed should minimize the implementation problems 
experienced with SOP 91-1. The approach taken, while more rigorous than 
SOP 91-1, retains sufficient room for application of judgment in appropriate 
circumstances.
Having said that, we wish to express the following concerns:
1. Electronic Software Delivery
We believe that the electronic delivery of software will become more 
prevalent in the future, perhaps eclipsing sales conducted by traditional 
methods. This leads to the need for clarification in the Exposure Draft as to 
when distribution to customers using electronic media is deemed to meet the 
delivery criterion. Should revenue be recognized when software is made 
available to the customer on a server (with no further obligation on the part 
of the vendor), or when the customer downloads the software? The Exposure 
Draft may lead to diverse interpretations and practices. We believe expansion 
of this subject is warranted. In our view, software vendors should be able to 
recognize revenue when the product is electronically available to the 
customer and the vendor needs to take no further action with regard to the
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transaction. It would be helpful if the final SOP explicitly embraced this 
interpretation.
2. Coupons
Software companies selling "shrink wrap” products occasionally 
provide customers with a coupon providing them with the opportunity to 
receive additional software free or at a substantial discount from the 
suggested retail price. The Exposure Draft, at para. 40, provides that ”[t]he fee 
allocated to the additional software products should not be reduced by the 
percentage of any customers that might not be expected to exercise the right to 
receive additional software products." This would indicate that the vendor 
could not estimate the num ber of customers that are not expected to take 
advantage of the coupon. We believe that if the vendor has sufficient 
evidence to estimate the percentage of customers that are not expected to take 
advantage of the coupon, the vendor should be able to reduce the fee 
allocated to the additional software products. As an alternative, the 
accounting used for coupons in the retail/grocery industry should be 
considered whereby the seller recognizes revenue and the estimated costs of 
providing the additional software products are accrued.
Again, we appreciate the opportunity to comment on your Exposure 
Draft on Software Revenue Recognition. If you have any questions about 
these comments, please contact Mark E. Nebergall, Vice President & Counsel, 
Finance & Tax Policy, at (202) 452-1600, ext. 319.
Sincerely yours,
Kenneth A. Wasch 
President
Software Publishers Association
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Richard Stuart, Technical Manager 
Accounting Standards File 2354 
American Institute of Certified Public Accountants 
1211 Avenue of the Americas 
New York, NY 10036-8775
Proposed Statement of Position, 
“Software Revenue Recognition”
Dear Mr. Stuart:
I am pleased to provide our comments on the proposed Statement of Position (SOP): Software 
Revenue Recognition. This proposed SOP would supersede SOP 91-1, Software Revenue 
Recognition  and provides additional guidance on applying generally accepted accounting 
principles in recognizing revenue on software transactions.
In general, we support the proposed SOP and believe the statement provides improvements 
relating to revenue recognition on software transactions in several areas. However, we do have 
certain concerns regarding the statement as expressed below.
D elivery
The proposal retains the basic principle that requires delivery of software before revenue can be 
recognized. Paragraphs 16 through 23 outline the definition of delivery for several scenarios. In 
our view, the proposed SOP, as currently written, may lead to diverse interpretation within the 
industry in instances of electronic delivery. Our Company, like several other companies within 
the industry, has experienced an upsurge in the number of electronic deliveries of software. We 
believe that further clarification in the proposed SOP is needed for electronic delivery, especially 
as it becomes a more and more popular deliver method. Our primary concern arises from when 
electronic delivery is deemed to have met the delivery criterion. For example, does delivery 
occur when the software is placed on a server (assuming all other software subject to the contract 
has been properly delivered in accordance with the regulations of the proposed SOP) or when 
the customer downloads the software? We equate this scenario to instances in which software 
has been delivered to a customer’s place of business and remains in an unopened package for a 
period of time. In those instances, delivery is assumed to have occurred. Therefore, we believe 
the proposed SOP should be clarified to indicate that a company should recognize revenue when 
the software has been made electronically available to the customer (assuming that all other 
prerequisites have been satisfied for revenue recognition).
U nspecified Upgrades/enhancements 
Vendor-specific objective evidence
The proposed SOP expands the guidance on postcontract customer support agreements. 
Specifically, it states that the right to receive unspecified upgrades/enhancements on a when and
31 St . James Avenue, B o s to n , Massachusetts 02116-4 101 
Tel: 617-753-6500, Fax: 617-753-6666 
h ttp ://w w w .in so .co m
2 2
if available basis constitutes postcontract customer support (PCS) even when there is no written 
contractual obligation. The accounting for PCS, as stated in the proposed SOP, is to be based 
upon allocation between the elements of the license agreement based upon vendor-specific 
objective evidence of fair value regardless of prices stated within the contract for each element. 
The fee allocated to the upgrade right is the price for the upgrade/enhancement that would be 
charged to existing users of the software product being updated. If sufficient vendor-specific 
objective evidence does not exist to allocate the license fee to the separate elements, the entire 
arrangement fee should be recognized ratably over the period during which PCS is expected to 
be provided.
We believe the concept of vendor-specific objective evidence of fair value may be difficult for 
software companies to apply in practice. For example, there may be instances in which license 
agreements for the same product and version are sold at different prices because of one party’s 
ability to negotiate better pricing. It is unclear how, in these instances, fair value would be 
established. Typically, the concept of fair value is the value a willing buyer will spend. As a 
result of the foregoing, we believe the meaning of vendor-specific objective evidence should be 
revised to include a broader definition of fair value.
When and if available
We believe the recommendation that rights to receive unspecified upgrades/enhancements on a 
when and if available basis constitutes post-contract customer support may be impractical. 
Normally, post-contract customer support is defined in the contract and typically covers the 
length and scope of services. To assume that unspecified upgrades on a when and if available 
basis always creates an obligation on the part of the software vendor to the customer regarding 
timing and scope of enhancements may not be reasonable. If certain upgrades are important to a 
customer, the upgrade would most likely be specified in the contract. Furthermore, the license to 
use a product may be longer than the planning horizon of a company. Therefore, it would be 
difficult to allocate the original license fee for unspecified upgrades. In addition, customers may 
not exercise their right to receive upgrades as the enhancements may not necessarily be desired. 
Even if a customer exercises their right to an upgrade, they may not add the upgrade immediately 
to their product. The guidance does suggest that certain concessions may be made when 
customers do not exercise their upgrade right. However, historical information may not be 
indicative of future products and versions. Accordingly, we suggest that the recommendations 
regarding unspecified upgrade rights be removed fr om the definition of post-contract customer 
support in the proposed SOP or that any final statement more specifically acknowledge that there 
may be circumstances under which the right for a customer to receive unspecified 
upgrades/enhancements on a when and if available basis does not constitute post-contract 
customer support for the reasons outlined above.
We appreciate the opportunity to present our views and would be pleased to discuss any aspect 
of our comments further.
Sincerely yours,
Betty J . Savage 
Chief Financial Officer
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October 20, 1996
Mr. Richard Stuart
Technical Manager, Accounting Standards 
AICPA
1211 Avenue o f the Americas 
New York, NY 10036-8775
Re: File 2354: Proposed Statement of Position "Software Revenue Recognition"
Dear Mr. Stuart:
I support issuance o f an SOP to clarify provisions o f SOP 91-1 and provide additional 
guidance where needed. That guidance should be framed with the objectives o f being 
practical, being easy to understand, and prom oting accounting that faithfully 
represents the transaction being reported. The proposed SOP fails in  some 
significant areas to achieve those objectives and the proposal should be amended. 
The shortcomings are principally in the following areas:
• Extension o f postdelivery  contract support ("PCS") to cover vendors' transactions 
w ith resellers: SOP 91-1 has generally not been applied to upgrades/ 
enhancements ("upgrades”) furnished resellers on a when-and-if-available basis 
(usually newer versions o f the product). Furnishing those upgrades is sufficiently 
sim ilar to PCS that consistent accounting m ight be thought to be theoretically 
desirable. However, the transactions differ, and the pricing criteria in paragraph 9 
o f the proposed SOP will generally preclude revenue recognition on initial delivery 
under a fixed-fee m ultiple-copy license because there is no separate sale o f the 
product and the upgrade right. There have been no com plaints o f accounting 
"abuse” in  this area; the issue seems to exist only in  accounting theory. 
Practicality should prevail, and existing accounting should be left unchanged.
• Platform transfer rights ("PTRs"): PTRs should not be considered to be a "return" 
unless there is a physical return o f product that has been physically delivered, or 
destruction in lieu o f return. The proposal in its current form  is unclear as to 
whether an exchange o f rights for product that has met the delivery requirem ent
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should be accounted for as a return. It should be clarified to say that it should not 
be accounted for as a return as long as it is the "same product” as defined in  
paragraph 54 of the proposed SOP. Accounting for an exchange of rights as a 
return is not required by existing literature. Further, it would unnecessarily 
complicate accounting, especially for vendors' transactions with resellers, and lead 
to accounting that does not reflect the business result of the transaction.
* PTRs for which a fee is charged and that do not involve a physical return of 
product, or destruction in lieu of return, should be accounted for as part of 
postdelivery contract support. This will simplify accounting and be consistent 
with emerging practice.
* Cost capitalization under funded software development arrangements: The 
proposed requirement in paragraph 74 to credit funding first to software 
development costs capitalized should be deleted. The requirement is inconsistent 
with accounting for similar transactions in other industries. While there are 
inconsistencies in practice, the issue should be resolved by broader consideration 
of the applicability of contract accounting to the broad range of sim ilar 
transactions.
* Transition: Retroactive restatem ent should be made available as an option, 
because the effect of implementation may be material to some companies.
The proposed SOP is cumbersome to read and parts are difficult to understand, a 
fault it shares with the existing SOP 91-1. This will alm ost inevitably lead to 
inconsistent interpretation of its provisions. Some of this may be caused by a desire 
to explain constraints of existing literature (e.g., FAS 48). Some is caused by 
inconsistencies in how provisions are stated and how they are explained, and some is 
caused by proposed adoption of theoretically cumbersome provisions that are in some 
cases counter-intuitive or unnecessarily complex. A number of my comments are 
directed towards solving some of those latter concerns, but a comprehensive solution 
will need a more substantial effort than is feasible through the comment process. I 
recommend that the effort be undertaken.
Those and other comments are discussed fu rther below.  
Basic Provisions
The basic principles in paragraphs 6 through 12 are an improvement over SOP 91-1, 
and should be maintained without substantive change.
Vendors' Transactions with Resellers
Two proposed changes from practice under SOP 91-1 will have a significant effect on 
certain resellers. The number affected in some respect is potentially large, and while 
some vendors may be able to change business practices to m aintain the timing of 
their revenue stream in the future, most will not and will be forced to recognize 
revenue significantly different than they do currently.
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Vendors frequently enter into distribution agreements with resellers for a fixed 
m inimum license fee for specific software products to be distributed over a fixed 
period, usually one year or longer. On delivery, as defined, revenue equal to the 
m inimum fixed fee is recognized under SOP 91-1. Since “delivery” is only the first 
copy or product master, the reseller will be receiving additional copies or duplicating 
them through the period o f the agreement. (These arrangements are rarely, if  ever, 
used for low-end shrink-wrapped products.) As the vendor releases upgrades o f a 
product covered by the contract, the reseller will receive the new version; neither the 
vendor nor the reseller would want to continue to distribute the old version. The 
vendor has no obligation to release upgrades.
Few vendors currently sell PCS separately, and the typical transaction where it can 
be sold separately is with a system integrator. For a reseller that functions only as a 
distributor, there is no separate sale o f PCS. The vendor could price the rights to 
upgrades separately, but it would only be an allocation o f what is now the total 
contract price, and it would not meet the “sold separately” requirement in paragraph 
9 o f the proposed SOP.  
Vendors have not generally considered these arrangements with resellers to be PCS, 
although for accounting purposes some do unbundle a portion o f the license fee and 
account for it as PCS. Th e Task Force that wrote SOP 91-1 viewed PCS as related 
only to transactions with users, although SOP 91-1 is not specific in this regard. 
Practice has been generally to consider provision o f updates to resellers as part o f 
current m arket support and not something that should be accounted for as PCS. 
Adoption o f the provisions in the proposed SOP would eviscerate recognition o f the 
fixed license fee at delivery o f the first copy or product m aster for fixed-fee multiple- 
copy licenses, which is an important provision o f SOP 91-1.
Furnishing those upgrades m ight seem sufficiently sim ilar to PCS that consistent 
accounting m ight seem to be theoretically desirable. However, the sim ilarity is 
illusory because the transactions differ. A  user may have a choice as to whether or 
not to purchase PCS, and can chose not to use the available upgrade; the vendor 
makes PCS available, but cannot force the user to accept it. Resellers, in contrast, 
always want the latest version o f the product for resale, and vendors usually make 
only the latest version available to resellers; there is no choice - the reseller buys a 
continuing stream o f the latest version during the term o f the agreement. There is no 
separate PCS to sell. To impose the "separate" pricing criteria in  paragraph 9 o f the 
proposed SOP is not realistic and will generally preclude revenue recognition on initial 
delivery under a multiple copy license because th ere is no separate sale o f the product 
and the upgrade right.
W hile theory m ay point to deferral o f some revenue to cover the rights to resell 
upgrades during th e contract term, I believe practicality should prevail and vendors’ 
licenses to resellers should excluded from required PCS accounting. This would 
continue what is current prevalent practice. There have been no com plaints o f 
accounting "abuse" in this area; the issue seems to exist only in accounting theory. 
Practicality should prevail, and existing accounting should be left unchanged.
23
The second change from practice under SOP 91-1 that will have a significant effect on 
certain resellers is the h a n d l i n g  of PTRs, and that is discussed below. Unlike PCS, the 
right to PTRs can be sold to resellers separately. Therefore, they can be accounted 
for in a manner similar to PCS in the proposed SOP. However, practicality would 
dictate that they not be accounted for separately in vendors' transactions with 
resellers for the same reasons that PCS should not be accounted for separately.
Platform Transfer Rights
PTRs often involve both an exchange of product and an exchange of rights. Few 
dispute the applicability of FAS 48 to physical returns of product th at has physically 
been delivered, and much of the diverse practice on returns and exchanges by users 
that once existed was removed by SOP 91-1. Further, few dispute that destruction of 
product in  lieu of a physical return for exchange is the same as a return, and the 
provisions of the proposed SOP are appropriate in this regard.
The proposed SOP is unclear as to whether AcSEC intends that FAS 48 be applied to 
exchanges of rights to undelivered software, which is common in fixed-fee multiple- 
copy arrangements with users and resellers. In those arrangements physical 
delivery of further copies, or their reproduction by the user or reseller, extends over a 
period of time, and th e customer may be able to choose from a variety of platforms 
for further copies of the product, including platforms of the same product that were 
not in itially delivered. Drafting in the proposed SOP is  unclear; paragraphs 47 
through 56 seem to have a context of physical movement of product, and paragraphs 
113 through 115 do not add any clarity. Application of FAS 48 to those exchanges of 
rights would add complexity to accounting and likely lead to more complex contractual 
provisions as vendors seek to maintain current accounting results.
FAS 48 does not seem to apply, and should not apply, to an exchange of undelivered 
rights for one platform for rights to the same product on another platform. FAS 48 
applies to returns and exchanges of product, but its applicability to exchanges of 
rights is unclear; there is no evidence that such exchanges were considered in when 
writing when SOP 75-1 or FAS 48, which was extracted from SOP 75-1.
Technology is making the distinction among hardware platforms and operating 
system s less important and multiple platform software products are not far away. 
Platform distinctions will continue to be of declining significance in the future. Thus, I 
would urge continuation of current practice, narrowed to "same products" as defined 
in paragraph 54, rather than impose a significant change today on transactions that 
will likely become less significant in the future.
In the absence of any specific provisions in SOP 91-1, some vendors have put PTRs 
in the PCS contract, and accounting for PTRs as PCS if  they are covered by the PCS 
agreem ent has been considered acceptable in practice. Others have charged 
separately for the rights, and have accounted for the fee in a manner sim ilar to 
maintenance. The accounting for PTRs would be substantially simplified from that in 
the proposed SOP if  PTRs that are paid for as part of a PCS arrangement or in a 
separate arrangement were accounted for as PCS. There would still be a need to 
have physical exchanges of product accounted for under FAS 48 (whether or not the
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PTR was paid for). PTRs are conceptually sim ilar to upgrades available under typical 
PCS arrangements - a dif ferent version o f the same product, and it is not clear why a 
separate accounting method for them is necessary as long as the provisions o f FAS 
48 dealing with physical exchanges o f product are adhered to.
Cost Capitalization Under Funded Software Development Arrangements
C apitalization o f costs pursuant to FAS 86 at the same tim e incom e on a 
development contract is being recognized arises in practice relatively infrequently and 
is not often m aterial. Practice is mixed, with some enterprises offsetting funding 
against capitalizable costs, and some accounting for funding and costs separately, 
and am ortizing a portion o f capitalized costs against the contract. Paragraph 74 o f 
the proposed SOP would require that any income from developm ent contracts be 
credited first to any development costs capitalizable under FAS 86, with any excess 
o f incom e over costs capitalized deferred and credited against future amounts 
capitalizable.
That proposed requirement should be deleted. It is inconsistent with accounting for 
sim ilar transactions in other industries. W hile there are inconsistencies in practice, 
the issue should be resolved by broader consideration o f the proper method o f 
contract accounting to the broad range of similar transactions.
It is common for fixed assets paid for out o f contract funding to be capitalized i f  they 
have continuing use to the contractor after completion o f the contract. These assets 
may be buildings, heavy equipment, etc. This accounting is generally dealt with in 
SOP 81-1, paragraph 72 b., which requires depreciation and am ortization o f indirect 
costs be charged to a contract (and not the entire cost o f the asset used on the 
contract) and paragraph 50 which states: ". . .the cost o f equipm ent purchased for 
use on a contract should be allocated over the period o f its expected use unless title to 
the equipm ent is transferred to the custom er by term s o f the contract." That 
accounting is well accepted in  practice outside the software industry.
The practical effect o f the accounting in the proposed SOP is to require a type of 
com pleted contract accounting for these contracts i f  costs are capitalizable under 
FAS 86. It is questionable whether this accounting is consistent with SOP 81-1. It 
can also lead to anomalous results. For example, i f  costs are not capitalizable but 
funding is estim ated to exceed costs, income coul d be recognized, even though in 
theory the developm ent risks are higher because costs are not capitalizable; on a 
sim ilar lower risk contract with much o f the cost capitalizable under FAS 86, profit 
would not be recognized until the costs have been offset.
The issue is really one o f application o f SOP 81-1, not accounting for software 
revenue. The proposed SOP should limit itself to interpreting how to apply SOP 81-1 
to software contracts, and be consistent with SOP 81-1. I f AcSEC has concerns 
about the accounting result under SOP 81-1, the proposed SOP should be silent on 
the issue, and it should be dealt with the issue as a separate project on SOP 81-1.
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Transition
The proposed SOP requires a cumulative catch-up adjustment. While there is little 
consistency in transition provisions for amendments to existing pronouncements, 
retroactive restatement is frequently an option in FASB pronouncements. SOP 91-1 
mandated retroactive restatement.
The effect of certain provisions in the proposed SOP may be material, especially 
those involving vendors' transactions with resellers and, potentially, those related to 
pricing of PCS. In addition, APB 20, paragraph 27, already requires retroactive 
treatm ent for changes in accounting for long-term construction-type contracts, 
generally considered to be those accounted for under ARB 45, as interpreted by SOP 
81-1, and proposed changes could have a material effect.
Some vendors w ill not change existing business practices because of the new 
accounting provisions of the proposed SOP, and interperiod comparability of financial 
statements will be enhanced by retroactive restatement. Other vendors will change 
existing business practices, and apparent comparability may be achieved without 
restatem ent. Retroactive restatem ent should be at least an option for those 
enterprises whose financial statements are materially affected by the proposed SOP.
O th e r  Com m en ts
Paragraph 8: It would be helpfu l to define m ultiple elem ent arrangements in  
paragraph 8 with the same breadth as in paragraph 33. It would make the 
discussion easier to follow.
Paragraph 14: The intent of the second sentence would be clearer if  it said: "If the 
vendor has a customary business practice of utilizing written contracts for the type 
of license being accounted for...." .
Paragraph 19: The third sentence of the first bullet does not faithfully reflect the 
definition of “delivery.” Suggest rewording: “In such an arrangement, delivery is 
considered to have occurred when the product master or first copy is delivered, and 
the customer’s right to reproduce or receive . . ."
Paragraph 23: The need for a positive history of enforcing collection rights in the third 
"bullet" is unnecessarily restrictive, and unduly burdensome on younger enterprises 
that have not had time to establish history. Keys serve a legitim ate business 
purpose, and management's assertion that it intends to enforce collection should be 
sufficient in the absence of evidence to the contrary.
Paragraph 26: The second sentence should state that, in principle, the presumption 
that the fee is not fixed or determinable can only be overcome by persuasive evidence 
to the contrary. The example is useful, but not all inclusive. I suggest that the last 
sentence from SOP 91-1, paragraph 57 replace the second sentence of paragraph 26 
of the proposed SOP.
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Paragraph 27: This paragraph should be amended to perm it revenue recognition at 
the time the presum ptive test is first met i f  it had not been m et at the outset o f an 
arrangement, and not preclude revenue recognition until payment is due regardless of 
changes in  circumstances after the outset o f an arrangement.
Paragraph 45: The accounting in this paragraph does not hinge on whether the 
products are undeliverable, but whether they are undelivered. Further, the contracts 
typically specify a maximum value for undelivered products, not a maximum number 
o f copies. Change “undeliverable” to “undelivered” and “number o f copies o f the 
u n deliverable product(s) to which the custom er is entitled” to “value o f copies 
available under the contract.”
Paragraph 58: Consideration should be given to deleting all o f this paragraph after 
the second sentence. W hile it has been carried over from  SOP 91- 1 ,  I suggest it be 
deleted unless AcSEC is aware o f any significant use o f those provisions to support 
non-straight line recognition o f PCS revenue.
Paragraph 59: The paragraph should be amended to say: "If sufficient vendor- 
specific objective evidence does not exist to allocate the license fee to the separate 
elements, the entire arrangement fee should be recognized ratably over the term of 
the PCS arrangement." The proposed SOP’s reference to the period over which PCS 
is expected to be provided is not consistent with the basic accounting for PCS, and 
would be an unwarranted change from the provision o f SOP 91-1, paragraph 120.
Paragraph 63: The purpose o f this paragraph is confusing. PCS provided by the 
reseller to its customers should not impact the vendor's accounting unless the vendor 
is participating in  some fashion; in the context here, I assume that participation 
would be through providing upgrades to the reseller. But, the accounting for those 
upgrades is already covered by paragraph 57 on PCS. My recollection o f the original 
intent in  adding this topic to the proposed SOP was to deal w ith royalty-type 
payments received by a vendor fr om a reseller for PCS provided by the reseller to its 
customers. This is a separate transaction from the basic distribution license with the 
reseller, with its own separate revenue stream. The issue was whether the paym ents 
should be recognized ratably like other PCS revenues, and the accounting should be to 
amortize the revenue over the term o f the PCS arrangement.
Paragraph 66: The reference to the paragraph 9 revenue allocation provisions is not 
necessary  in  view  o f condition (b) in paragraph 66 that the services be stated 
separately such that the total price o f the arrangement would be expected to vary, 
and it should be deleted. It would cause the software industry to have different 
criteria for recognition o f service revenue than other industries. It would also make it 
difficult for those entities that do not sell services separately to m eet the criteria 
because there would be no separate sale o f the service elem ent, even though the 
effect o f the inclusion o f the services in the arrangement is easily established by 
reference to price lists and negotiations.
A llocation o f revenue between service and non-service elem ents has not been a 
problem  in  practice, and there is no need to establish a standard that will further 
com plicate accounting for services by software companies. Adequate precedent
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already exists for not applying the paragraph 9 revenue allocation provisions to every 
software transaction in that the segmentation provisions o f SOP 81- 1 differ from  
those in  paragraph 9 and will be left unchanged by the proposed SOP.
Paragraph 71: The second bullet should be described as "fatal” in some fashion, since 
failure to satisfy that factor would preclude service transaction accounting.
Paragraph 83: This paragraph, which would prohibit inclusion o f certain contract 
costs in  m easurement o f progress-to-completion, is inconsistent w ith SOP 81-1 and 
should be deleted and replaced with paragraph 94 from  SOP 91-1. SOP 81-1, 
paragraph 50, places lim its on when costs o f certain components m ay be included in 
m easurem ent o f progress-to-com pletion, but does not preclude their ultim ate 
inclusion.
Labor hours or costs are frequently used to measure progress-to-com pletion when 
inputs are used as the basis for measurement, and the first two sentences o f 
paragraph 84 provide useful guidance in this regard. However, use o f other input 
measures should not be precluded. For example, use o f all cost inputs for "turnkey” 
contracts for a total hardware and software solution may provide the best measure 
based on inputs o f progress-to-completion i f  labor hours are relatively small.
Paragraph 84: The last sentence o f this paragraph, which predudes inclusion o f labor 
on core software that may be marketed to additional enterprises in the measurement 
o f progress to completion, should be deleted. There is no basis for that provision under 
SOP 81-1. The work on the core software may be the critical elem ent in  completion 
o f the contract, and will usually be fully or partially funded under the contract. To 
penalize an enterprise for retaining the ability to m arket it to other enterprises is 
hard to justify.
Further, in  the software and a number o f other industries, it is common to retain 
rights to technology and know-how developed under contracts, with the intention o f 
using the rights and know-how in revenue generating activities with other customers. 
There can be questions as to what costs to include, and whether all or only a 
percentage o f costs should be included, as well as whether capitalizable costs funded 
u n der the contract should be fully included, but the issue is how to include the costs, 
not whether they should be excluded.
I would be pleased to discuss my comments, or other aspects o f the proposed SOP, 
with AcSEC or the Working Group.
Very  truly yours, 
Francis J. O 'Brien
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Peter W. Currie 
Senior Vice-President and 
Chief Financial Off icer
N orthern Telecom Limited
8200 Dixie Road 
Suite 100
Brampton ON L6T 5P6 
Canada
Tel 905 863-1200 
Fax 905 863-8434
NORTEL
NORTHERN TELECOM
October 16, 1996
Mr. Richard Stuart 
Technical Manager
FASB Accounting Standards Executive Committee 
401 Merritt 7  
P.O. Box 5116
Norwalk, Connecticut 06856-5116
Dear Mr. Stuart:
Pursuant to the Financial Accounting Standards Board's recently issued exposure 
draft on "Software Revenue Recognition" dated February 26, 1996, I would like to take 
this opportunity to respond on behalf of Northern Telecom Limited ("Nortel") and 
make you aware of our concerns regarding this proposed statement. Overall, we 
support the evolution and betterment of accounting standards, and believe this 
proposed standard does much to clarify the issues related to the complexities of 
software revenue recognition. There are a few issues we would like the committee to 
address; however, prior to the ratification of the exposure draft.
BACKGROUND INFORMATION
Nortel operates in the telecommunications equipment business segment, which 
consists of the research, design, development, manufacture, marketing, sale, 
financing, and support of telecommunications products and services. Nortel had 1995 
revenues of U.S. $10.7 billion and has approximately 60,000 employees worldwide. 
Included in the $10.7 billion was what we internally refer to as “Software Buyout” 
sales. This element of revenue is the result of a very important commercial 
marketing program focused on deploying our internally developed software 
products.
. . . /2
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NORTEL'S PERSPECTIVE
We were pleased to see the Accounting Standards Executive Committee (AcSEC) allow 
revenue recognition on contracts with payment terms greater than twelve months. 
Nortel understands the concerns surrounding revenue recognition when payment 
terms are of a long-term nature. We believe AcSEC is correct in sanctioning revenue 
recognition on these long-term payments if the company has a history of these 
transactions, has been successful in collecting the payments, and does not offer its 
customers additional concessions.
One issue we came across in the proposed statement concerns rights to exchange or 
return software. Our interpretation of the proposed statement is that if the software 
to be exchanged has more than minimal differences in price, functionality, and/or 
features, the “substitutable software” should be accounted for under FASB Statement 
No. 48. This would mean that if the amounts of future returns are not reasonably 
estimable, no revenue should be recognized on the substitutable software until the 
right of return has exhausted. Our concern with this is that FAS 48 is trying to 
ensure that potentially significant vendor obligations inherent in a return situation 
are adequately provided for before revenue recognition can occur. In the 
circumstance where the software to be substituted or exchanged has no further 
development costs and the customer already has a copy under a separate agreement, 
no further material obligations would remain on the vendor’s part. We think it 
should be clear that revenue can be recognized on software if all obligations on the 
vendor’s part have been met, regardless of whether the customer has the right to 
exchange the software. The proposed statement touches on this issue in section 51 
when it equates significant development costs for the substitutable software with 
more than minimal differences in functionality. We would like for the proposed 
statement to focus on the absence of vendor obligations as the basis for revenue 
recognition .
S UMMARY
Nortel agrees with the proposed statement. However, we would like to see 
clarification surrounding accounting for software when the right to 
return/exchange exists. We believe revenue recognition should be permitted, even 
if functionality differs, as long as all significant vendor obligations have been met 
prior to revenue recognition.
We appreciate the opportunity to respond to this exposure draft.
Yours truly,
 
Page 2
P.W. Currie 
Senior Vice President & 
Chief Financial Officer 
Northern Telecom Limited
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CP A MASSACHUSETTS SO CIETY OF CERTIFIED PUBLIC ACCOUNTANTS, Inc.105 Chauncy Street. Boston. MA 02111 (617) 556-4000 FAX (617) 556-4126 Toll Free 1-800-392-6145
October 2, 1996
Mr. Richard Stuart, Technical Manager 
Accounting Standard, File 2354 
American Institute of Certified Public Accountants 
1211 Avenue of the Americas 
New York, NY 10036-8775
RE: P ro p o se d  S ta tem en t o f  P o sitio n  
S oftw a re R even u e R eco g n itio n
Dear Richard;
The Accounting Principles and Auditing Procedures Committee is the senior technical committee 
of the Massachusetts Society of Certified Public Accountants. The Committee consists of over 
thirty members who are affiliated with public accounting firms of various sizes, fr om sole 
proprietorships to international “big six” firms, as well as members in both industry and academia. 
The High Technology Committee of the Massachusetts Society of Certified Public Accountants 
consists of over fifteen members who work in the area of high-tech software and hardware in the 
software industry and in public accounting. Both of these Committees have reviewed and 
discussed the ED, P ro p o se d  S ta tem en t o f  P o sitio n  (SO P ) - S o ftw a re R even u e R eco g n itio n .
The comments resulting fr om our combined discussions are summarized below. The views 
expressed in this letter are solely those of those Committees and do not reflect the views of the 
organizations with which the Committee members are affiliated.
Overall, both committees thought that the overall provision of the SOP made good business and 
accounting sense, and that the basic principles and guidelines outlined in the SOP demonstrate an 
appropriate accounting methodology. However, the majority of our discussions centered on 
application issues and the difficulties that will be faced by companies in the fu ture. Many 
practitioners and those individuals in the software industry felt that there will be problems in 
applying this SOP, especially for smaller software firms. Many members felt that these new 
rulings may cause business practices to change and contracts to be rewritten that will be 
problematic to the industry as a whole. Many fear the ramifications could hurt the industry as a 
whole.
The following comments summarize some of our other thoughts and concerns regarding the 
proposed exposure draft:
• We believe that the concept of “vendor-specific objective evidence of fair value” may in fact 
be quite difficult for software companies to actually apply in their businesses. When must the 
evidence be present? At the balance sheet date, or upon contract or shipment date? It seems 
there may be a gray area in trying to determine if a fair value exists. An “all or nothing” 
approach can significantly swing revenues and, perhaps, a more reasonable estimate of “value” 
would be more usefu l to the users of the financial statements. Business practices will change
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upon adoption o f this SOP. For example, when a customer has a software maintenance 
agreement (a post-contract customer support agreement, or PCs) with a software vendor, it 
may be awkward for the vendor to  separately account for a specific software upgrade as a 
separate element. It appears that many times there is often no intention on the vendor’s part 
to create an upgrade in the future.
The "when and if  available" concept is probably not meaningful in the context o f a small 
software company. Software upgrades are usually accounted for as “maintenance” . Does the 
SOP assume that the “when and if  available" is an upgrade/enhancement and not essential to 
the functionality o f the core application? This point needs further clarification.
Also, the “when and if  available phraseology tends to  suggest that there is an uncertainty 
about the functions and features o f the product, or even whether a certain functionality will 
ever be available.
The “when and if available” definition, seems to assume that the software product being sold 
is a very elementary, very basic software application with the understanding that later on, at 
such time as the “when and if available” software is, in fact, available, only then will the 
software product fulfill the purchaser’s requirements. The “when and if  available” definition is 
also important because it will define the economic substance o f the transaction, and for these 
reasons we suggest that the definition be made more precise.
The differentiation that the SOP is trying to make between specifically identified upgrade 
software and a right to  receive any and all upgrades when they become available, is too 
theoretical and not easily implemented in practice. We believe that a preferable approach is to 
encourage companies to  sell support services separately. Then they would be forced to break 
out the contract revenue into its component parts and defer the revenue related to future 
services or developments.
This approach is premised on the fundamental principle that the software vendor must have 
available (at the time o f sale) the software which is being sold to the customer. Obviously, 
revenue should never be recognized related to software which is not yet available. The “when 
and if available” concept is not a practical distinction as it relates to upgrades.
There is a common belief among us that the SOP will reduce the vendor’s pricing flexibility 
because, when the various transaction elements are segregated, customers will be able to 
focus on each o f the constituent sales elements, which may ultimately lead to pressure on 
gross margins and potentially lower profit levels. In addition, because o f the importance o f 
revenue recognition in the software industry, financial management will be forced to  play a 
more direct role in the understanding o f the specifics o f  the sale transaction o f a 25
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software/hardware/service/support transaction. This process will add value to the integrity of 
the transaction cycle and highlight potential risk areas for executive management’s evaluation.
Concerning payment terms, if they are longer than twelve months, it must be determined 
whether the fee is fixed or not, and whether or not the revenue must be deferred. The SOP 
determines at the initiation of the contract whether the revenue is fixed or not and billed in full 
at the initial transaction date.
The exposure draft indicates that, upon contract signing, a company must determine whether 
the fee is fixed. If it is determined that the fee is fixed, all the revenue is recorded 
immediately, and if the fee is determined not to be fixed, all the revenue is deferred until the 
payment “becomes due”, which basically means the revenue would be recorded when the 
payment falls within the customer’s normal payment cycle, for example, net 30 days. This 
definition appears to represent an “all or nothing approach” to the recognition of revenue. We 
believe that the exposure draft should provide a more flexible approach to determining 
whether or not a fee is considered to be fixed.
The SOP does not give any practical approach for determining whether or not services are 
essential. Does this relate to fu nctionality versus usability? A more precise definition of “non 
essential” to the fu nction of other elements is required, for example, if no additional work is 
required for the functionality of the software as sold.
The real issue of whether services are required after the sale and whether such services are 
“essential to the functionality of the software” needs much more clarification. The SOP 
amendment appears to be written to address the facts and sales cycles related to sales of either 
shrink wrap software or custom programming services. Clarification is needed in the areas of 
database software, middleware, and software tools. In each of these cases, the software as 
sold will not be useful until it is installed and connected to the customer’s existing 
environment. However, the software itself is fully developed and functional and, therefore, 
any time that the software is sold to a third party integrator or directly to the end user, full 
revenue recognition for the value of the software should occur. The key is differentiating 
between post sales work required to make the software function in accordance with the 
license specifications versus systems integration or installation contracts to make the software 
useable in the customer’s environment. If the former condition exists, the vendor has not met 
the test that the software must include the agreed upon functionality at the time of sale in 
order for revenue recognition to occur. If the latter condition exists, the additional work is 
not required to make the software work in accordance with its specifications and, therefore, 
revenue recognition should occur immediately for the value of the software; and the post sales 
contract revenue should be recognized over the life of the installation or integration contract.
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• Several members suggested that since there is significant discussion about services revenue 
recognition that the title of the SOP should be changed to include the word "services”, for 
example, S oftw are a n d  S erv ice s  R evenu e R ecogn ition .
These members suggested that the title of the proposed SOP should be modified to include 
services revenue even when such service is not an element of the "software arrangement”, but 
part of a sales arrangement including either hardware or software. The process in Paragraph 9 
to separate the various elements of an arrangement should also apply when software is not a 
material element of the sale.
• We believe that the term “software arrangement" be defined in one paragraph of the SOP and 
that further clarification of the difference between software product versus software service be 
elaborated upon.
Some members suggested that service elements, that is, warranty and PCS extending beyond 
one year for hardware and software, should be treated the same so that Paragraph 60b would 
not require the one year or less limitation. We recommend that this suggested accounting 
treatment be clarified.
• It was also felt that funded software arrangement should be addressed in this exposure draft.
We appreciate the opportunity to present our comments and thank you for your consideration.
Very truly yours,
Thomas J. Vocatura
Accounting Principles and Auditing Procedures Committee 
Massachusetts Society of Certified Public Accountants
David J. Hennessey
High Technology Committee
Massachusetts Society of Certified Public Accountants
h:\admin\staff\jds\sop2.doc
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October 10, 1996
Mr. Richard Stuart, Technical Manager 
Accounting Standards, File 2354 
American Institute of Certified Public Accountants 
1211 Avenue of the Americas 
New York, NY 10036-8775
Dear Mr. Stuart:
The Accounting Policy Committee (APC) of The Robert Morris Associates (RMA) is pleased 
to comment on the Accounting Standards Executive Committee’s P ro p o se d  S ta tem en t o f  
P o sitio n , “Software Revenue Recognition”(ED). RMA is an association representing over 
18,000 lending and credit risk officers from institutions across North America responsible for 
approximately eighty percent of total banking assets. The APC is the RMA committee charged 
to work for the continuous improvement in the quality of financial information available to credit 
grantors. Our responses on accounting and financial reporting issues are, therefore, primarily 
from the financial statement users' perspective and, more particularly, from the perspective of 
those who lend or participate in the lending and credit process.
We commend the Accounting Standards Executive Committee for the truly thorough job it 
has done in recommending how revenue should be recognized from computer software. There 
are so many ramifications and permutations in the economic arrangements and conditions in this 
area that it is not possible for AcSEC to have addressed all of them. But, we must admit there 
are none that we can identify as having been missed. Therefore, our comments that follow are 
brief Overall we agree that the ED should be issued as a Statement of Position without 
significant change.
RMA’s Accounting Policy Committee discussed the ED in its regular meeting on September 
12. That discussion considered several points that we now bring to your attention, as much 
because they reflect matters important to APC members as that they require changes in the ED.
We were pleased to read the final sentence of paragraph 12 on page 3. Many times the legal 
rights of vendees to return software are not the same as the actual practice by vendors. Even 
though the vendee may not have the legal right to return, the vendor may have good business 
reasons to accept returns anyway. We believe the ED takes appropriate account of that fact. In 
turn, we hope AcSEC will communicate to the AICPA’s Auditing Standards Board our hope that 
the sentence on in paragraph 12 be faithfu lly observed and applied in auditing practice.
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The ED’s scope appears to be limited to the formulation of accounting standards for revenue 
recognition and it does not specify supplementary informative disclosures that may also need to 
be made. We recommend two areas (and there probably are others) in which disclosures are both 
necessary and appropriate. One of these areas encompasses description of the terms by which an 
enterprise vends its software together with a description of the method(s) it uses for revenue 
recognition. The second area relates to cases where an enterprise’s business practices do not fit 
precisely one of the many perturbations considered in the ED. Additional disclosures are 
essential for a financial statement user to appraise that enterprise’s credit satisfactorily.
With respect to revenue recognition, the primary concern in standard setting is that revenue 
not be recognized too soon. Recently, a well-known software-producing enterprise announced 
that it would defer recognizing some of its revenue until a later year. The APC notes with 
approval that the ED has been written in such a way as to preclude such unwarranted deferral of 
revenue recognition in addition to writing the standard to prevent too-earl y recognition.
In summary, we once again note that AcSEC has done a fine job on an issue which presents 
many challenges. We believe the accounting the ED prescribes is comprehensive and 
appropriate. We recommend additional disclosures in certain places. Finally, we believe that this 
is an area in which standard setting needs to be complemented by exceptional due care in 
auditing.
On behalf of RMA, the Accounting Policy Committee appreciates the opportunity to respond 
to the Accounting Standards Executive Committee’s P ro p o se d  S ta tem en t o f  P o sitio n , “Software 
Revenue Recognition." We would be pleased to answer any questions you or the Board may 
have concerning our views.
Yours very truly,
Douglas F. Nelson, CPA
Chairman, Accounting Policy Committee
26
CaliforniaSociety of
Certified 
Public
Accountants
October 21, 1996 
Mr. Richard Stuart
Technical Manager, Accounting Standards 
AICPA
1211 Avenue o f the Americas 
New York, NY 10036-8775
Re: File 2354: Proposed S tatem ent of Position "Softw are Revenue R ecognition" 
Dear Mr. Stuart:
The Accounting Principles and Auditing Standards (AP & AS) Committee o f the 
California Society o f Certified Public Accountants has discussed the exposure draft o f the 
proposed Statement o f Position (SOP), Software Revenue Recognition, dated June 14, 
1996, and has comments on the proposed SOP.
The AP&AS Committee is the senior technical committee o f our state Society. The 
Committee is composed o f 50 members, o f whom 14 percent are from national CPA firms, 
54 percent are from local or regional firms, 24 percent are sole practitioners in public 
practice, 4 percent are in industry and 4 percent are in academia.
The AP&AS Committee supports issuance of the proposed SOP, but believes a number o f 
its provisions should be changed.
Postcontract C ustom er Support (PCS)
The scope o f the definition o f PCS should not include upgrades furnished by vendors 
under fixed-fee multiple-copy licenses with resellers.
Few vendors currently sell PCS separately to resellers, so the "sold separately” 
requirement in the pricing provisions in paragraph 9 o f the proposed SOP would preclude 
separate allocation to PCS. The typical transaction where it could be sold separately is a 
license with a system integrator, but this is not common. For a reseller that functions only 
as a distributor, there is no separate sale o f PCS. The vendor could price the rights to 
upgrades separately, but it would only be an allocation o f what is now the total contract 
price, and it would not meet the "sold separately" requirement in paragraph 9 o f the 
proposed SOP.
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Furnishing those upgrades might seem sufficiently similar to PCS that consistent 
accounting might seem theoretically desirable. However, the similarity is illusory because 
the transactions differ. A user may have a choice as to whether or not to purchase PCS. 
and can choose not to use the available upgrade; the vendor makes PCS available, but 
cannot force the user to accept it. Resellers, in contrast, always want the latest version of 
the product for resale, and vendors usually make only the latest version available to 
resellers; there is no choice-the reseller buys a continuing stream of the latest version 
during the term o f the agreement. There is no separate PCS to sell. To impose the 
"separate” pricing criteria in paragraph 9 o f the proposed SOP is not realistic and will 
generally preclude revenue recognition on initial delivery under a fixed-fee multiple-copy 
license because there is no separate sale o f the product and the upgrade right.
While theory would point to deferral o f some revenue to cover the furnishing of upgrades 
during the contract term, practicality should prevail and those vendor transactions with 
resellers should be excluded from required PCS accounting. The AP&AS Committee is 
not aware o f any complaint o f accounting "abuse" in this area. This would continue what 
is current prevalent practice.
Platform  T ransfer R ights
Exchanges o f rights to undelivered software under platform transfer rights for the "same 
product" as defined in paragraph 54 o f the proposed SOP should clearly be excluded from 
the applicability o f FAS 48.
Under the proposed SOP, a return o f product that has been physically delivered, or 
destruction o f that product in lieu o f return, is subject to the provisions o f FAS 48, and the 
AP&AS Committee agrees with that provision. It is unclear in paragraphs 47 through 56 
and 113 through 115 whether the Accounting Standards Executive Committee (AcSEC) 
has reached any conclusion on whether exchanges o f rights to software that has not been 
physically delivered or reproduced by the customer under platform transfer rights are 
similarly subject to the provisions o f FAS 48.
This situation occurs frequently on fixed-fee multiple-copy arrangements where the 
customer, whether a user or reseller, can choose from a variety o f platforms, including 
platforms o f the same product that were not initially delivered. I f  platform transfer rights 
in this situation are deemed covered by FAS 48, it will likely change business practices by 
vendors who want to recognize revenue on initial delivery by eliminating platform transfer 
rights from the basic contract; however, in a competitive marketplace, it may not change 
the overall economics, only how they are packaged. FAS 48 applies to returns and 
exchanges o f product that has been physically delivered, but its applicability to exchanges 
o f rights is unclear; such exchanges were beyond the scope o f considerations when SOP 
75-1, from which FAS 48 was extracted, was written.
Evolution o f technology is making the distinction among hardware platforms and 
operating systems less significant. Thus, current practice, clearly restricted to "same
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products” as defined in paragraph 54, should be continued. Applying FAS 48 to an 
exchange of rights would be a significant change in practice. The change does not seem to 
be required by FAS 48, and the AP&AS Committee opposes imposition of any significant 
change today on transactions that will likely become less significant in the not too distant 
fu ture.
Cost Capitalization Under Funded Software Development Arrangements
The last three sentences of paragraph 74 dealing with accounting for funding if cost 
capitalization under FAS 86 is appropriate should be deleted. The requirement is 
inconsistent with accounting for similar transactions in other industries. While there arc 
inconsistencies in practice, the issue should be resolved by broader consideration of the 
appropriate method of contract accounting to the broad range of similar transactions.
Whether it is appropriate to recognize income on a contract at the same time costs are 
capitalized pursuant to FAS 86 is a question that arises relatively infrequently and is not 
often material. Practice is mixed, with some offsetting funding against capitalizable costs, 
and some accounting for funding and costs separately, and amortizing a portion of 
capitalized costs against the contract. The proposed SOP would require that any income 
from development contracts be credited first to any development costs capitalizable under 
FAS 86, with any excess of income over costs capitalized deferred and credited against 
future amounts capitalizable.
It is common for fixed assets paid for out of contract funding to be capitalized if they have 
continuing use to the contractor after completion of the contraa. These assets may be 
buildings, heavy equipment, etc. This accounting is generally dealt with in SOP 81-1, 
para. 72 b., which requires depreciation and amortization of indirect costs be charged to a 
contract (and not the entire cost of the asset used on the contract) and paragraph 50 that 
states: ".. .the cost of equipment purchased for use on a contract should be allocated 
over the period of its expected use unless title to the equipment is transferred to the 
customer by terms of the contract.” That accounting is well accepted in practice outside 
the software industry.
The practical effect of this is to require a type of completed contract accounting for these 
contracts if costs are capitalizable under FAS 86. It is questionable whether this 
accounting is consistent with SOP 81-1 on contract accounting. It can also lead to 
anomalous results. For example, if costs are not capitalizable but funding is estimated to 
exceed costs, income could be recognized, even though in theory the development risks 
are higher because costs are not capitalizable; on a similar lower risk contract with much 
of the cost capitalizable under FAS 86, profit would not be recognized until the costs have 
been offset.
The issue is really one of application of SOP 81-1, not accounting for software revenue. 
The proposed SOP should limit itself to interpreting how to apply SOP 81-1 to software 
contracts, and either be consistent with SOP 81-1 or, if AcSEC has concerns about the
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accounting result under SOP 81-1, be silent on the issue in the proposed SOP, and deal 
with the issue as a separate project on SOP 81-1.
Transition
The proposed SOP requires a cumulative catch-up adjustment. The effect of certain 
provisions in the proposed SOP may be material, especially those involving vendors' 
transactions with resellers and potentially, pricing of PCS.
If the effect of the accounting changes from the proposed SOP is material, interperiod 
comparability of financial statements will be difficult to achieve. Vendors will either 
change business practices, a process that can take several years or will continue current 
practices. Either way, there is likely to be a lack of comparability between periods before 
and after implementation of the proposed SOP. The AP&AS Committee believes that the 
lack of comparability can be minimized by prospective application of changes mandated by 
the SOP to transactions entered into after the effective date of the new SOP. The AP&AS 
Committee was evenly split over whether prospective application should be the only 
permitted transition method, versus permitting a choice of either the cumulative catch-up 
method in the proposed SOP or prospective application.
The AP&AS Committee appreciates the opportunity to respond and would be pleased to 
discuss our comments further.
Sincerely,
 
Jessie C. Powell, Chair
Accounting Principles and Auditing Standards Committee
cc: Michael G. Ueltzen, President
James R. Kurtz, Executive Director
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a  professional se rvice s  firm
101 H u d s o n  Street 
Je rs e y  City. N e w  Je rs e y  
0 7 302
tele ph on e ( 2 0 1 )  52 1 -3 0 0 0  
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November 5, 1996
Mr. Richard Stuart, Technical Manager 
Accounting Standards, File 2354 
American Institute o f Certified Public Accountants 
1211 Avenue o f the Americas 
New York, New York 10036-8775
Re: Proposed Statement o f Position : S oftw are R evenue R ecogn ition  
Dear Mr. Stuart:
Coopers & Lybrand L.L.P. is pleased to comment on the proposed Statement o f Position, 
S oftw are R evenue R ecogn ition  ("the ED"), which would supersede SOP 91-1. We commend 
AcSEC for its efforts to reach an agreement on this project and its attempt to create a standard 
that can be applied to today's business practices as well as in the future in this rapidly changing 
industry.
We generally agree with the "basic principles" expressed in paragraphs 6 through 12 of the ED, 
which form the general framework for revenue recognition. However, we have the following 
recommendations for changes to the ED for AcSEC's consideration:
Delivery Other Than to the Customer
Paragraph 20 o f the ED states that delivery must be made to the customer's location or another 
site specified by the customer. If a substantial portion of the fee is not payable until delivery by 
the vendor from an intermediate site to the final destination occurs, revenue should not be 
recognized until delivery is made to the final site.
Transactions o f this nature are very similar to the "bill-and-hold" transactions described in SEC 
Accounting and Auditing Enforcement Release No. 108 ("AAER 108"). We believe that AAER 
108 provides useful guidance for evaluating whether revenue recognition upon delivery to an 
intermediate site is appropriate. Accordingly, we suggest that the relevant concepts in AAER 
108 be added to paragraph 20.
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Definition of Products, Upgrades, and Enhancements
The ED provides for what could be significantly different accounting depending on whether a 
company believes it has provided the right to additional products as opposed to a right to 
upgrades or enhancements. Two examples of these differences are:
♦ Paragraph 36 of the ED states that if sufficient vendor-specific objective evidence exists to 
reasonably estimate the percentage of customers that are not expected to exercise an 
upgrade right, the fee allocated to the upgrade right should be reduced to reflect that 
percentage. The ED does not give this latitude in accounting for arrangements which 
provide rights to additional products.
♦ Paragraph 40 of the ED provides that if a discount is offered on a multiple-product 
arrangement, a "proportionate amount of that discount should be applied to each product 
included in the arrangement based on each product's fair value without regard to the 
discount." Conversely, the accounting for upgrade rights does not provide for the 
allocation of any discount since the amount of revenue deferred is based on "the price ... 
that would be charged [emphasis added] to existing users of the software product being 
updated."
Because of these differences, we believe that the ED needs to distinguish clearly between 
products and upgrades/enhancements. Accordingly, we suggest that a definition of "product" be 
added to the glossary in the ED, and the existing definition of "upgrade/enhancement" be 
clarified, with an objective of distinguishing the two. In addition to providing such definitions, 
the ED should emphasize that the accounting should be based on what in substance was sold, not 
what it was called.
Fixed or Determinable Fees and Collectibility
Paragraph 27 of the ED states that "if a presumption that a fee is fixed or determinable cannot be 
made at the outset of an arrangement, revenue should be recognized as payments fr om customers 
become due." [emphasis added] We are concerned that this recognition requirement is unclear 
and would be subject to inconsistent application in practice. For example, this provision might 
be interpreted to require revenue recognition at a number of points, including:
♦ When the vendor is contractually entitled to receive payment fr om the customer regardless 
of the required timing of such payment.
♦ When an invoice is issued.
♦ When the customer is required to remit payment to the vendor.
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We suggest that the guidance in paragraph 27 be clarified, or an example be given, to clearly 
reflect AcSEC's intent.
Distribution Arrangements with Resellers
The fourth bullet of paragraph 28 discusses the impact of price protection clauses on the 
determination of whether a fee is fixed or determinable. It states that if significant uncertainties 
exist about a vendor's ability to maintain its price or estimate future price changes, the fee should 
not be considered fixed. As a result, all revenues under the arrangement would be deferred until 
payments become due in accordance with paragraph 27;
We acknowledge that price protection is, in many ways, analogous to accounting for returns 
under SFAS 48, R evenue R ecogn ition  When R igh t o f  R eturn E xists, ("FAS 48") and that price 
protection exists in reseller arrangements in other industries. However, we are concerned with 
the ability to estimate the extent to which that protection will be required, particularly in 
situations in which unlimited price protection is offered, given that much of the software industry 
is known for short product life cycles and intense competition.
Accordingly, at a minimum we suggest that the guidance in paragraph 28 that the fee be 
considered fixed unless "significant uncertainties" exist be revised. The current approach 
suggests that revenue recognition is presumptively appropriate absent evidence to the contrary. 
We believe that the presumption should be removed, and the emphasis on uncertainties be 
shifted. Given the inherent uncertainties involved with price protection clauses, the ED instead 
should require the vendor to positively be able to "reasonably estimate" the impact of price 
protection clauses before the fee can be considered fixed. In addition to shifting the emphasis on 
uncertainties such that the price protection obligation must explicitly be reasonably estimable, we 
believe that this language is more consistent with that in FAS 48.
Upgrades/Enhancements
Paragraph 35 includes reference to footnote 7. We suggest that AcSEC clarify that footnote 7 
refers to a specified upgrade/enhancement.
Implementation
The ED indicates that the pronouncement is to be effective for fiscal years beginning after 
December 31, 1996 and that the cumulative effect of changes caused by adopting the provisions 
of the proposed SOP should be included in net income rather than restating previously issued 
financial statements.
We are concerned that some companies may be required to perform a significant amount of work 
to calculate the cumulative effect of adoption. For that reason and since the issuance date for the
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final SOP is likely to be near or after December 31, 1996, we suggest that the effective date be 
changed to fiscal years beginning after December 15, 1997.
* * * * *
We appreciate the opportunity to provide our input in this process. If you have any questions, 
please contact James F. Harrington at (201)521-3039 or John P. Glynn, Jr. at (201)521-3049.
Very truly yours,
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